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THE ALL-INCLUSIVE STANDARD 


WENDELL P. TRUMBULL 
Professor, University of Mississippi 


HE PERIODIC determination of net in- 

comeand theclear reporting of income 

events recognized during a period are 
generally granted to be fundamental ob- 
jectives of corporation accounting. The 
consistent treatment of extraordinary in- 
come events has been termed one of the 
most controversial problems in this im- 
portant area.’ Two outstanding questions 
concerning this problem are, first, what 
extraordinary income charges and credits 
may or should be excluded from the de- 
termination of net income and, second, 
what use, if any should be made of a 
financial statement other than the income 
statement to report income items excluded 
from net income. 

On three occasions the Executive Com- 
mittee of the American Accounting As- 
sociation, in view of abuses and lack of 
consistency in published reports, has as- 
serted that the all-inclusive income state- 
ment, containing all income items recog- 
nized as determinants of net income, is the 
answer to these questions.’ The Securities 
and Exchange Commission has also 
strongly favored this solution.* On the 
_ 1 Committee on Accounting Procedure, American 


Institute of Accountants, “Income and Earned Sur- 
ro i Accounting Research Bulletin No. 32 (December, 


2(1) “A Tentative Statement of Accounting Princi- 
les Affecting Corporate Reports,” THe ACCOUNTING 
EVIEW, June, 1936, pp. 187-191; (2) Accounting Prin- 

ciples Underlying Corporate Financial Statements (June, 
1941); (3) Accounting Concepts and Standards Under- 
lying Corporate Financial Statements (1948 Revision). 

® Eleventh Annual Report—Securities and Exchange 


other hand, the Committee on Accounting 
Procedure of the American Institute of 
Accountants has urged the exclusion of 
material extraordinary items of income 
where in the judgment of the accountant 
this is necessary to prevent misleading in- 
ferences or the “‘distortion” of the year’s 
results.‘ For a number of years the dis- 
agreement concerning the all-inclusive 
standard and alternative concepts has 
been marked, and any further progress 
toward resolving the differences would un- 
doubtedly be welcomed by accountants. 

The all-inclusive standard, as concerns 
the measurement and disclosure of in- 
come results, is a concept of comparatively 
long standing in accounting thought. 
Arthur Lowes Dickinson, in 1914, ex- 
pressed the view that earnings and ex- 
penses omitted in prior years should be 
included in the current income account so 
that the reported income of a series of 
years would include all earnings.® In 1933 
an editorial in THE ACCOUNTING REVIEW 
strongly urged the profession to adopt the 
view that the amount called “‘net income” 


Commission (1945), p. 88; Twelfth Annual Report— 
Securities and Exchange Commission (1946), p. 117; Ac- 
counting Series Release No. 53 (1945), pp. 17-19; Ac- 
counting Series Release No. 70 (1950), p. 20. 

4 Accounting Research Bulletins, Nos. 4, 8, 21, 23, 24, 
26, and 32. 

5 Cited by Sanders, Hatfield, and Moore in A State- 
ment of Accounting Principles (New York: American 
Institute of Accountants, 1938), p. 135, as appearing in 
Dickinson’s Accounting Practice and Procedure (New 
York, 1914), p. 67. 
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in the income statement should signify all 
changes in earned surplus during a period 
except those arising from dividends.® In 
1936 the first summary of accounting 
standards issued by the Executive Com- 
mittee of the American Accounting As- 
sociation asserted that the income state- 
ment “should reflect all revenues properly 
given accounting recognition and all costs 
written off during the period, regardless of 
whether or not they are the results of 
operations in that period....”’ This 
was a simple and precise standard— 
designed to oppose the many direct surplus 
entries of the day which were not soundly 
conceived. In 1941, and again in 1948, the 
Association’s Executive Committee re- 
iterated its belief in the all-inclusive rule 
for income reports. These statements 
have spurred opponents of the all-inclusive 
standard to formulate more carefully 
their views regarding the purpose of the 
income statement and to be more specific 
concerning the kinds of items which they 
believe should be excluded from the de- 
termination of net income for a period. 

A recent development of note is the 
change in Rule 5-03 of the revised Regula- 
tion S-X of the Securities and Exchange 
Commission applying to income state- 
ments filed with it by companies with 
securities listed on national exchanges. It 
provides that except as otherwise per- 
mitted, “All items of profit and loss given 
recognition in the accounts during the 
period covered by the profit and loss or 

8 “Hundreds of annual reports to stockholders have 
made their appearance in the last two months in which 
comparative balance sheets reveal a substantial decline 
in net worth or earned surplus, and yet the statement of 
the year’s operations closes with a figure for net profit in 
excess of dividends, if any, paid out during the year. 
One well known company has been reporting—in terms 
of ‘earnings’ per share—substantial profits for a 
series of years; it has paid no dividends and yet its 
earned surplus has been on a steady decline. If ‘net 
profit’ as distinct from ‘net profit from operations 
(only)’ is to have any meaning at all it should signify a 
net change in earned surplus arising from causes other 
than dividends.” (“Editorial,” THe AccounTING RE- 


view, March, 1933, p. 82.) 
7 Supra, note 1. 


income statement shall be included.’ SEC 
regulations now require that “special 
items” excluded from income determina- 
tion be shown on the income statement 
after net income, with “net income and 
special items” suggested as the caption 
for the resulting figure in the typical case. 

As an accompaniment to the marked 
improvement in financial reporting in 
recent years, it would appear desirable to 
seek a more lenient version of the all- 
inclusive standard than that proposed 
from time to time. The view that net in- 
come is determined each year by all in- 
come items recognized may be called the 
strict conception of the all-inclusive stand- 
ard. Attention will be given in this paper 
to a more lenient conception in which the 
all-inclusive standard is considered to be 
one primarily of adequate disclosure of 
income events in a single financial state- 
ment. 

Two main problems may be said to 
exist in connection with extraordinary in- 
come items. It has been stated on a num- 
ber of occasions that the problem is one 
of clarifying the criteria for determining 
items excludable from net income.® A co- 


8 Rule 5-03 (a), Regulation S-X, as revised in Ac- 
counting Release No. 70 (December, 1950), p. 20. 

® The following instances are cited. 

H. A. Hosmer: “What is needed is the provision of 
means by which the full resources of accounting may be 
utilized in the future to allocate these amounts as fully 
as may be to the periods to which they refer.” (“The 
Effect of Direct Charges to Surplus on the Measure- 
ment of Income,” THE AccouNnTING REvIEW, March, 
1938, p. 50.) 

Securities and Exchange Commission: “‘. . . it ap- 
pears necessary to establish reasonably ‘clear-cut and 
objective criteria’ for determining when, if at all, cer- 
tain items may be considered so extraordinary in nature 
as to permit their exclusion from the computation of net 
income.” (Eleventh Annual Report—Securities and Ex- 
change Commission, p. 88. 

George D. Bailey: After terming the all-inclusive con- 
cept a dangerous doctrine, Bailey states: ““The problem, 
in my opinion, should no longer be which theory to 
accept but how to establish criteria and standards to 
make the exclusive theory most useful.’ (“Concepts of 
Income,” Harvard Business Review, November, 1948, 

. 680. 
" Accounting Research Bulletin No. 8: Two members of 
the Committee on Accounting Procedure dissented from 
this bulletin advocating the combined income and re- 
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ordinate problem, not always acknowl- 
edged as such, is that of gaining adherents 
to the point of view that all income items 
recognized during a period, whether in- 
cluded or excluded in determining net in- 
come, are closely related and logically 
belong in the same financial statement.!° 

When it is conceded that certain items 
may be excluded from income determina- 
tion it does not follow that the all-inclusive 
standard has been abandoned. The result 
is that the all-inclusive standard becomes 
one of income disclosure or reporting in- 
stead of income determination. The logic 
of a single medium for disclosing income 
results—whether current, noncurrent, or 
extraordinary in nature—is obvious. It 
may be recalled that the main purpose of 
Accounting Research Bulletin No. 8 was to 
encourage use of the combined statement 
of income and retained income so that all 
income charges and credits recognized 
would appear in one statement." The all- 
inclusiveness of the income statement is 
not only a means of reducing suppression 
and bias in income reporting but also a 
truthful way of reflecting the fact that an- 


tained-income statement because they considered the 
primary question to be “‘the determination of sound 
principles for the separation of income and surplus 
charges and credits.” 

10 The two problems distinguished here are suggested 
by Paton and Littleton, advocates of the all-inclusive 
concept, as follows: “If a loss has clearly ‘accrued’ in 
whole or in part in earlier periods, although realized cur- 
rently, all or a part of the amount thereof is logically 
assignable to earned surplus. Examples are a loss on sale 
of securities which have been falling in value for some 
time, payment of additional taxes assessed on profits of 
previous periods, and payment of disputed royalties on 
sales of past years. If the charge is made to earned surplus, 
the situation must be clearly disclosed in the income re- 
port.” (W. A. Paton and A. C. Littleton, Am Introduc- 
tion to Corporate Accounting Standards, American Ac- 
counting Association, 1940, p. 96.) 

1 “To summarize, the combined income and earned- 
surplus statement serves the purpose of showing in one 
Statement both earnings applicable to the period proper, 
and also modifications of earned surplus on a long-run 
basis. It distinguishes charges and credits of the current 
period from charges and credits relating to other periods 
by placing them in different sections of the statement; 
but all are comprised within a single statement.” 
(“Committee on Accounting Procedure, American In- 
Stitute of Accountants,” “Combined Statement of In- 
come and Earned Surplus,” February, 1941.) 


The All-Inclusive Standard 5 


nual determinations of income are highly 
imperfect at best. Irrespective of the con- 
cept of income employed, the lines be- 
tween operating and extraneous items and 
current and noncurrent items are suffi- 
ciently obscure in the usual situation for 
it to be unrealistic to report some of these 
items outside of the income statement. 
Accordingly, it may be claimed that all- 
inclusiveness is an essential standard of 
disclosure regardless of the concept of 
income chosen. 

Assuming that it is occasionally desira- 
ble to exclude items from reported net 
income, the ideal all-inclusive interpreta- 
tion of net income is that it should be the 
resultant of all income happenings of an 
accounting period. With the exception of 
a few kinds of items, however, the division 
of extraordinary charges between current 
and noncurrent portions would be very 
uncertain and difficult to determine in a 
consistent manner. Examples of non- 
current items which may reasonably be 
excluded from net income will be discussed 
later. A major problem in the fuller appli- 
cation of this concept of net income would 
be that of determining when and how it 
would be practicable to distribute long 
term gains, losses, and adjustments be- 
tween the year of recognition and other 
years. Income taxes are a complicating 
factor in the possible allocation of long- 
term charges and credits. The offsetting 
effect of income taxes tends, as a practical 
matter, to cause many long-term items 
which might otherwise be excluded to be 
included in full as current-year events; in 
numerous other instances the income-tax 
effect is treated as current by including in 
income determination a portion of the 
charge or credit equal to the offsetting 
tax change. Since consistent and accepted 
methods do not exist for apportioning 
extraordinary items, it is proper that a 
general presumption should exist in favor 
of including them in the determination of 
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income. In any case the burden of proof 
should rest on those who classify particular 
items as noncurrent for the purpose of 
omitting them from income determina- 
tion. 

The all-inclusive concept outlined above 
is, of course, quite far removed from the 
alternative one endorsed in Accounting 
Research Bulletin No. 32." According to 
this bulletin, material income items which 
“do not result from the usual or typical 
business operations” of a period may be 
excluded from both income determination 
and the income statement. The distinc- 
tion between typical operating results and 
the remaining income results has often 
been characterized as too obscure to be 
determinable in a consistent manner.” 
Many annual reports bear proof of the 
fact that this dividing line between typical 
and recurrent happenings and all other 
happenings in the income area is often 
drawn in terms of narrow and expedient 
conceptions of typical business operations. 
This phrase in Accounting Research Bul- 
letin No. 32, concerning “‘usual or typical 


2 Committee on Accounting Procedure, American 
Institute of Accountants, “Income and Earned Sur- 
plus,”” December, 1947. 

13 “Tt is usually very difficult, as a practical matter, 
to distinguish all the factors contributing to normal 
operating profit or loss and to segregate those which 
may be considered extraordinary. In the authors’ 
opinion, while unusual operating factors may properly 
be referred to in explanatory comments accompanying a 
statement of income, the auditor should be cautious in 
expressing them separately in figures in the income 
statement. If unusual operating income or expense items 
are stated below operating income, it should be made 
clear in the statement that the item of operating income 
is before such charges or credits.”” (Robert H. Mont- 
gomery, Norman J. Lenhart, and Alvin R. Jennings, 
Montgomery’s Auditing, 7th ed., New York: The 
Ronald Press Co., 1949, p. 97.) 

“As we all know, the line of deMaarcation between 
those elements which enter into regular operations and 
those which do not is often so indistinct as to be virtu- 
ally nonexistent.” (Arnold W. Johnson, “Form, Func- 
tion, and Interpretation of the Profit and Loss State- 
ment,” THE AccouNnTING REviEw, October, 1943, p. 


5.) 

“The difficulty lies in developing an acceptable con- 
ception of ‘operation’ in the particular situation.” 
(W. A. Paton, Advanced Accounting, The Macmillan 
Co., 1941, pp. 449-450.) 


business operations,”’ provides the ground 
for excluding almost any unusual item of 
material amount from income determina. 
tion. When taken in conjunction with 
Accounting Research Bulletin No. 35 
which insists upon the omission from the 
income statement of special items ex. 
cluded from income determination, this 
criterion is especially unfortunate. In ad- 
dition, it must be acknowledged that this 
conception of net income permits thé ad- 
justment of income results from the cost 
basis to a partial-value or “prospectus” 
basis.'® By the selective exclusion of cur- 
rent events of an extraordinary nature 
for the purpose of reflecting a more normal 
indication of earning capacity, the ac- 
countant is, to a significant degree, mak- 
ing a periodic revaluation of an enter- 
prise. Despite the primary importance of 
a corporation’s earning capacity and its 
estimated present value, it seems clear 
that the occasional exclusion of sporadic 
income events which are substantial in 
amount cannot help much in this connec- 
tion. 

The specific propositions relating to the 
all-inclusive standard in the 1948 state- 
ment of concepts and standards issued by 
the American Accounting Association 
will next be reviewed briefly.’* The leading 
paragraph on this topic (#9 under “Finan- 
cial Statements”) does not specify the 
strict all-inclusive standard. According to 
this paragraph, “The income of an ac 
counting period should be reported in a 
statement providing an exhibit of all 
revenues and expenses (including losses) 


14 Committee on Accounting Procedure, American 
Institute of Accountants, “Presentation of Income and 
Earned Surplus,” October, 1948. 

18 See George O. May, Financial Accounting (New 
York: The Macmillan Company, 1943), particularly p. 
21, pp. 79-80, and pp. 241-243, for the view that income 
determination should have as a major objective the 
estimation of a firm’s earning capacity and the value of 
its capital shares. 

16 Executive Committee of the American Accounting 
Association, Accounting Concepts and Standards Under- 
lying Corporate Financial Statements (1948 Revision). 
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given accounting recognition during that 
period.” It would appear that, in formu- 
lating this paragraph, care was taken not 
to suggest a definition of net income, but 
instead to insist upon the completeness of 


the income statement. The following 
paragraph (710 under “Financial State- 
ments’’), discussing the arrangement and 
content of the income statement, recom- 
mends that noncurrent income items be 
separated from those pertaining to the 
current period; but again the answer to 
the important question of whether non- 
current items should appear above net 
income or below it is not given. Income is 
defined (first sentence of the “Income”’ 
section) in terms of the increase in net 
assets, with appropriate allowance for 
transactions in capital shares and divi- 
dends. There is no reference at this point 
to the question of distinguishing current 
from other-year income items. However, 
in the subsection on “Expenses” the 
strict all-inclusive interpretation of net in- 
come is clearly indicated as follows: “The 
revenue deductions of a period include all 
costs not previously deducted from reve- 
nue and not applicable to future pe- 
riods.’””? Perry Mason, in a very excellent 
review of these sections of the 1948 Re- 
vision, characterized this strict conception 
of the all-inclusive standard as “the least 
acceptable feature of the entire state- 
ment.””!8 


17 Except for this sentence the 1948 Revision recom- 
mends only that all income items recognized be in- 
cluded somewhere in the income statement—i.e., not 
necessarily above the figure labeled net income. There 
is, incidentally, no complementary recommendation for 
revenues and other income credits not applicable to 
future periods. During the past five years the exclusion 
of extraordinary credits has been fully as conspicuous 
as the exclusion of charges. 

18 “Tn the writer’s opinion, the least acceptable fea- 
ture of the entire statement is its insistence upon the 
propositions: (1) that all changes in the stockholders’ 
equity, other than direct capital transactions and divi- 
dends, which happen to be recorded during a given 
period, shall be treated as determinants of the net in- 
come of that period, and (2) that it should be possible 
to obtain the present balance of earned surplus by add- 
ing all past net income figures, less dividends. In other 


The All-Inclusive Standard 


II 


The 1950 annual reports of eighty large 
corporations were scrutinized for the pur- 
pose of relating this discussion to specific 
examples and current techniques. From 
the variety of extraordinary items found 
in these reports, three prominent types of 
noncurrent transactions have been se- 
lected which, according to the views ex- 
pressed above, it would be proper to ex- 
clude from income determination. These 
examples are given as illustrative material 
without any attempt to provide a complete 
list of possible exceptions to the strict all- 
inclusive concept of income. The adequacy 
of the reporting in these 1950 reports of 
income charges and credits which were ex- 
cluded from net income will also be ex- 
amined. In addition, the materiality or 
non-materiality of many of the items dis- 
cussed below will be suggested by the in- 
clusion of percentages comparing the 
amounts involved with the amounts of 
net income reported. 


Prior-Year Tax Adjustments 


A substantial adjustment of taxes on 
prior-year income is often excluded from 
reported net income. This treatment is 
seldom criticized if the adjustment is 
clearly shown in the overall income report. 
A possible source of abuse in this area is 
the expedient inclusion or exclusion of tax 
contingencies or probable happenings in 
the computation of the tax charge. It is 
doubtful whether the strict all-inclusive 
standard affords much protection in this 
case because it may facilitate the arbi- 
trary shifting of income from one year to 
another. Since the current-year income 
figure is generally the most significant one 
of the series of reported income figures, it 
is particularly important that the over- 


words the ‘clean surplus’ standard in its most extreme 
form is given strong support.” (Perry Mason, “The 1948 
Statement of Concepts and Standards,” THe AccountT- 
ING REvieEW, April, 1950, p. 135.) 
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statement of income-tax liability in prior 
years should not be allowed to influence 
materially the amount of currently-re- 
ported income. However, in every instance 
of a material adjustment of prior-year 
charges, it is clear that the current income 
report should disclose as directly as possi- 
ble that past income has been overstated 
or understated by a given amount. 

In the eighty annual reports examined 
thirteen prior-year income-tax charges or 
credits were noted. There were eleven 
special credits and two special charges. In 
nine cases the amount was included in 
computing current net income, but the 
most substantial amount so handled was 
10 per cent of reported income and the 
average was approximately 5 per cent. 
Three substantial credits, the smallest 
of which was 22 per cent of reported in- 
come, were excluded from net income. One 
non-material credit was credited to the 
tax-liability account without explanation. 
These cases may be tabulated as follows: 

Percentage of 


reported 
Treatment Frequency income 
Income credited 7 2 to 10% 
Income charged. . . wma 2 1 and 7% 
After net income in ‘“‘com- 
bined” statement (credit) 1 22% 
In retained-income section 
of “combined” statement 
1 28% 
In separate statement of 
retained income (credit). 1 184% 


Tax liability credited..... 0 


The three instances of material tax ad- 
justments which were excluded from in- 
come determination are the following: 


Case 1: The combined income and earned- 
surplus statement of Bendix Aviation for 
1950 shows a credit of almost $5,000,000 
in the surplus section as an addition to 
earned surplus at the beginning of the 
year. Exclusion of this amount from 1950 
income would appear to be sound treat- 
ment largely because the amount is 28 per 
cent of reported net income. 


Case 2: Baldwin-Lima-Hamilton Corpora- 


tion reported an “‘unrequired provision” 
for prior-year income taxes just below 
the figure of net income and above the 
retained-income balance at the beginning 
of the year. A combined statement of in- 
come and retained income was used. The 
amount, $800,000, is 22 per cent of re- 
ported income. This, also, would appear 
to be proper treatment with regard to the 
determination of income. Further, the 
placing of the adjustment immediately 
after net income for the year can be rec- 
ommended because it more clearly classi- 
fies the item as an income adjustment 
than it would if the item were placed in 
the surplus section of the combined state- 
ment. 


Case 3: The Curtiss-Wright report for 1950 
displays a credit of $13,400,000 to adjust 
income-tax charges for prior years in a 
separate statement of retained income. 
This credit is almost twice the amount of 
income reported for the year. Exclusion of 
this noncurrent credit from 1950 income 
would seem to be almost imperative. 
Nevertheless, the omission of this correc- 
tion of past income from all income re- 
ports by means of a separate statement of 
retained income does not approach the 
best standard of disclosure. Inasmuch as 
this special credit and a similar one in 
1947 of $6,000,000 amount to more than 
the total income reported by Curtiss- 


Wright for the five postwar years (1946 to. 


1950 inclusive), the need for more closely 
relating these tax adjustments to cur- 
rently-reported income is particularly evi- 
dent. 


The Write-Off of Intangibles 


A second type of item which is likely to 
have nothing to do with current income is 
the charge to write-off an intangible asset 
which does not have a limited term of 
existence. The type of item referred to is 
the one arising from the write-off of in- 
tangibles designated “type (b)” intangi- 
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bles in Accounting Research Bulletin No. 
24.9 Writing off such an intangible, either 
at the date of acquisition or later, is wide- 
spread practice. In the large majority of 
instances in which a charge of this nature 
is displayed it is charged to retained in- 
come. The following are typical entries 
charging intangibles against retained in- 
come: (1) write-downs to $1 or a nominal 
amount; (2) dispositions of “purchased 
goodwill” at acquisition date; and (3) dis- 
positions of stock-issuance costs as in- 
curred. Occasionally the unsound practice 
of writing off certain “type (b)” intangi- 
bles against capital contributed in excess 
of par or stated amount is still encountered. 

Intangibles not known to have a limited 
life when acquired may, nevertheless, have 
a very short-lived existence; so it is not 
easy in many situations to criticize the 
disposition of this most vulnerable portion 
of recorded enterprise values. The associa- 
tion of such costs with annual periods is in 
most cases purely arbitrary; but regardless 
of this fact the assumption of a reasonable 
period of time over which the cost of a 
“type (b)” intangible is to be amortized 
as a revenue deduction would appear to be 
a procedure which more often approxi- 
mates the underlying facts than the arbi- 
trary write-off of the intangible to retained 
income. The popular treatment, probably 
stemming in part from unwarranted 
capitalizations of intangibles in the past, 
is to get “type (b)” intangibles off the 
books and, as mentioned, to bypass the 
income account in doing so. 

One anomalous aspect of this policy for 
intangible assets is that the successful 
corporation of today writes them off or 
keeps them down to $1, while the flounder- 
ing enterprise with unsatisfactory earn- 
ings, or the new firm with untried earning 
capacity, is likely not to amortize such in- 

18 Committee on Accounting Procedure, American 


Institute of Accountants, “Accounting for Intangible 
Assets,”’ December, 1944. 
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tangibles because of the effect on retained 
income. For example, The American 
Tobacco Company, in 1950, wrote down 
“Brands, trade-marks, patents, goodwill 
etc.” from more than $54,000,000 to $1. 
To quote from the president’s report on 
this profitable company, the write-off was 
effected “in accordance with what has 
come to be regarded as modern account- 
ing practice.” In contrast, a certain pub- 
lishing company showing little earning 
capacity in recent years had goodwill to 
the extent of 49 per cent of total assets at 
the end of 1950. 

These considerations concerning “type 
(b)” intangibles point to the need for 
more adequate disclosure in the average 
case—in the accompanying notes and 
schedules as well as the financial state- 
ments proper. If write-offs of these 
intangibles were invariably channeled 
through the income report, whether in- 
cluded in income determination or not, a 
better understanding of corporate policy 
and accounting limitations with respect 
to this difficult cost item would result. 
Such disclosures would probably encour- 
age accountants to be more hesitant and 
selective with regard to the “modern ac- 
counting practice” of paring legitimate 
intangible assets from the statement of 
financial position. 

Ten instances of the write-off of good- 
will and similar intangibles were noted in 
1950 annual reports of the eighty com- 
panies reviewed. In eight cases the charge 
was made to retained income; in one it 
was sandwiched between “Net income 
... before special charge” and “Net in- 
come, after special charge” on the income 
statement; in one case goodwill was being 
systematically written off through charges 
against revenues. 

A special charge for intangibles in the 
1950 report of Celanese Corporation of 
America can be listed as an example of 
accounting that could be improved. This 
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corporation paid the chairman of the 
board $1,500,000 cash and issued to him 


more than 330,000 shares of com- 
mon stock with total market value of 
$15,800,000 for releasing it from certain 
unspecified contract obligations. This cost, 
amounting to more than $17,000,000, was 
inconspicuously reported in the separate 
statement of retained income. Certainly 
the corporation received something of 
value from this transaction. Charging the 
cost to retained income treats it as a loss 
at acquisition date and as having no con- 
nection with the income history of the 
firm. In the accompanying notes of the 
Celanese report the reader is informed 
that the charge to retained income was 
based on the cash paid and the market 
value of securities issued, but no informa- 
tion is given regarding the consideration 
received by the corporation or the possible 
circumstances justifying this charge to 
retained income. 

It would appear to be a fair require- 
ment of disclosure in any case where a 
substantial cost is neither capitalized nor 
deducted separately in the determination 
of income that a summary of the most sig- 
nificant facts about the transaction be 
given in the accompanying notes to the 
financial statements. It would also appear 
reasonable to urge the reporting of such 
amounts on the face of the current income 
statement—perhaps in the manner sug- 
gested for war-reserve charges in Account- 
ing Research Bulletin No. 13.” 

Minneapolis-Honeywell Regulating 
Company and The Borden Company 
charged off, respectively, “goodwill arising 
in connection with acquisition of certain 
assets” and “goodwill purchased during 
the year’ to retained income. The prac- 
tice of writing off a portion of the parent’s 
investment at the date of acquisition as 


*° Committee on Accounting Procedure, American 
Institute of Accountants, “Accounting for Special Re- 
serves Arising Out of the War,” January, 1942. 


if it were a loss can again be questioned. 
If, however, a portion is written off, it is 
an event in the total income history of the 
enterprise which should be clearly re- 
ported as such. Minneapolis-Honeywell, 
as in 1949, displayed the special charge in 
the retained-income section of a combined 
statement of income and retained income. 
The Borden Company, in the same man- 
ner as in other recent years, showed the 
charge in the surplus statement. Neither 
annual report included an explanation of 
the underlying transaction in the foot- 
notes. The treatment in each of these 
statements, even though it is perfunctory, 
would probably be judged by many ac- 
countants to be satisfactory. Higher 
standards could easily prevail. 


Changes in Accounting Method 


A change in accounting method may 
occur which is of sufficient importance to 
call for the segregation of the resulting 
credit or charge from the determination of 
net income. Several interesting examples 
from 1950 annual reports will be presented 
briefly. 

In 1950 the National Cash Register 
Company discontinued the practice of 
recognizing as part of net income the un- 
remitted earnings of foreign subsidiaries 
and branches in the Western Hemisphere 
with the exception of those in Canada. 
Concurrently, previously recognized but 
unremitted foreign earnings amounting 
to approximately $3,500,000 were can- 
celed by charges against retained earnings 
and credits to special valuation accounts 
for these unconsolidated investments. 
More than 95 per cent of the write-down 
was charged against retained income ap- 
propriated for contingencies and the re- 
mainder of approximately $150,000 was 
charged against unappropriated retained 
income. Only the latter charge, termed 
“Adjustment of accumulated earnings of 
foreign subsidiaries and branches (net),” 
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appears in the combined statement of in- 
come and retained income. In a footnote 
the facts are presented in such a way as to 
emphasize the ‘“‘net adjustment” of only 
$150,000, although sufficient data are 
given to make it certain that a $3 1/2- 
million write-down was effected. The pro- 
priety of excluding from net income this 
prior-year adjustment amounting to 28 
per cent of reported income is not ques- 
tioned. It is the manner of presentation 
by which the great bulk of the special 
charge is omitted from the statement of 
income and retained income and only in- 
directly explained in the footnote that is 
open to serious questioning. 

It should be noted that the all-inclusive 
tule of disclosure is as directly concerned 
with suppressed and inadequately-dis- 
played changes in many “reserves” and 
appropriated amounts of retained income 
as it is with extraordinary charges and 
credits to unappropriated retained in- 
ceme. 

In 1950 Jones & Laughlin Steel Corpo- 
ration closed to retained income more 
than $8,600,000 of reserves for blast- 
furnace relinings and maintenance, pre- 
viously deducted from assets, and a re- 
serve for fire insurance of $1,605,000. 
These special credits, amounting to 26 
per cent of reported income, are care- 
fully explained in the accompanying notes. 
In the case of the blast-furnace reserves 
the adjustment represents a change in ac- 
counting method from that of anticipating 
relining and major repair expenditures to 
the tax basis of charging operations with 
relining costs through depreciation entries 
and with maintenance expenditures as in- 
curred. A worthwhile feature of the Jones 
& Laughlin report is the recasting of 1949 
income figures in the comparative income 
Statement issued for 1950. The compara- 
tive statement, however, embraces only 
the 1949 charges which were reversed 
in 1950. The amount so included is 
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$1,287,000 of the total adjustment of 
$10,271,000. The over-all reporting of in- 
come would be more complete if the re- 
maining $8,984,000 were also included in 
the main report instead of in the separate 
statement of retained income. 

There is always the possibility of inter- 
preting a prior-year adjustment taken 
directly to retained income as a capital 
adjustment rather than an income ad- 
justment. It is both, but in view of the 
importance of income determination it 
deserves to be emphasized primarily as a 
past-income adjustment. This emphasis 
would be recognized by assigning such ad- 
justments to the income statement. 

Occasionally two or more changes in 
accounting method take place in a single 
year which tend to offset each other and 
produce a small net charge or credit in the 
income area. In such circumstances the 
adjustments are likely to be included in 
the determination of net income because 
their effect is not material. It is, 
of course, highly desirable that all sub- 
stantial changes in method be individually 
explained as to nature and amount so that 
analysis of the data is not impaired. 

In 1950 both Swift & Company and 
Dow Chemical Company adopted the 
accrual basis for vacation costs as ap- 
proved for federal income-tax purposes 
and also revised the plant accounts to 
conform to the basis used in computing 
income taxes. In the income statement of 
Swift & Company the last item before net 
income is a credit of less than 5 per cent 
of reported income for “Adjustments of 
property accounts, depreciation reserves, 
liability for accrued vacations, etc., for 
prior years....” An accompanying note 
explains the tax purpose for the adjust- 
ments, the amounts by which fixed assets 
and current liabilities were each increased, 
and the effect of these adjustments on 
1950 income. In the single-step income 
statement of Dow Chemical the reversal 
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of $4,488,380 of prior-year depreciation 
disallowed for income-tax purposes, less 
the resulting increases in taxes on income, 
is listed as follows under the caption 
“Sales and Other Revenue”: 

Income resulting from adjustments to the prop- 
erty accounts and the provision for depre- 
ciation of prior years (less increases in Fed- 
eral income and excess profits taxes, $2,212,- 
528—Note A) . . . $2,275,852. 

The above presentation—although one 
might disagree with some of its features— 
has the real merit of stressing the income 
aspect of the adjustments. The mention- 
ing of the income aspect as part of the pres- 
entation of adjustments of prior-year in- 
come is in keeping with the acknowledged 
importance of income data regardless of 
the location of the special items in the 
financial statements. 

During 1950 The Dow Chemical Com- 
pany also placed vacation costs on the 
accrual basis by charging two years of 
vacation cost against the revenue of 1950. 
This change can be confirmed by reference 
to a recently-issued prospectus. In the 
annual report the change is reflected only 
by the appearance of a new current lia- 
bility for accrued vacations at the end of 
1950. The failure to mention this new 
basis, though adding only $1,262,000 or 
less than 4 per cent of reported income to 
expenses, would appear to be an oversight 
in the preparation of the notes to the 
financial statements. 

Among the eighty annual reports ex- 
amined there were eight containing either 
a conversion to LIFO or an adjustment 
of LIFO to more recent prices. In two of 
these cases inventories were written up 
from previous LIFO prices to 1950 prices 
for the purpose of placing them on the 
LIFO basis for income taxes. In each of 
these instances the credit was substantial 
and was excluded from reported income. 
The amounts were, respectively, 22 and 
27 per cent of reported income. In this 


situation, however, the factor controlling 
the exclusion of the special credit from in. 
come is the tax regulation requiring the 
taxpayer to report income to stockholders 
on the same inventory basis as that used 
for tax purposes wherever LIFO is being 
used for income-tax computations. One 
of these firms, The Borden Company, 
credited a special inventory-contra ac- 
count in revaluing inventories upward 
$5,469,000 from 1939 to 1950 prices; the 
other, Caterpillar Tractor Company, in- 
creased the January 1__ inventory 
$10,177,000, eliminated a special deferred 
charge equal to 38 per cent of the above 
increase in inventories which had been 
used to compensate for the difference be- 
tween the company’s method of comput- 
ing inventories and the previous tax 
method used, and credited retained in- 
come $6,310,000 for the net increase in 
assets. Disclosure is especially commend- 
able in the accompanying notes of the 
Caterpillar report. 


III 


Fuller and more consistent reporting 
of extraordinary income events is a 
favorable tendency displayed in a number 
of ways in recent annual reports. Improve- 
ment in this area cannot be judged nar- 
rowly in terms of quantities, percentages, 
and objective criteria because some flexi- 
bility is an underlying requisite in the 
handling of extraordinary items. This is so 
because such items are generally the ones 
requiring the greatest amount of judg- 
ment in the determination and reporting 
of income. But by the same token they 
are the charges and credits which are par- 
ticularly susceptible of various interpre- 
tations and, on occasion, of opportunistic 
treatment. It is for these reasons that the 
desirability of a single all-inclusive state- 
ment for income happenings has been 
stressed. 

Recent progress toward the consolida- 
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tion of income results in the income state- 
ment is reflected in such developments as 
the following: (1) numerous adoptions of 
the clean-surplus or all-inclusive standard, 
(2) increased use of the combined income 
and retained-income statement, (3) the 
prevailing disposition to exclude only very 
substantial items of a noncurrent or ex- 
traordinary nature from income determina- 
tion, and (4) the diminishing importance of 
unreported changes in non-asset reserves 
which are related in some manner to in- 
come determination. Another practice 
(followed by a growing number of firms) 
which adds completeness to the income 
report is the deduction of dividends from 
net income and the showing of the result- 
ing amount of earnings reinvested during 
the year on the income statement. 

The recent issuance of Accounting Re- 
search Bulletin No. 417 may be said to 
have removed the last major obstacle to 
the general adoption of the all-inclusive 
income statement. This obstacle was oc- 
casioned by the disapproval in Accounting 
Research Bulletin No. 35 of the inclusion 
of any extraordinary items in the income 
statement immediately following the fig- 
ure of net income.” In Bulletin 41 the 
Committee on Accounting Procedure of 
the Institute recognized as acceptable the 
presentation of special items excluded 
from net income immediately below the 
net-income line.* It is reasonable to as- 


*t Committee on Accounting Procedure, American 
Institute of Accountants, ‘‘Presentation of Income and 
Earned Surplus” (Supplement to Bulletin No. 35), 
July, 1951. 

2 Three members of the committee issuing Bulletin 
35 dissented from this requirement. As stated in Bulle- 
tin 35, “Messrs. Duncombe, McDevitt, and Stans as- 
sent to the bulletin but dissent from the requirement 
that charges and credits of the type referred to in 
clause (c) of paragraph 2 must appear only in the surplus 
account. They believe that charges and credits which 
would be excluded from the determination of net income 
under the criteria in Bulletin 32 should be permitted to 
appear ‘. . . at the bottom of the income statement im- 
mediately following the amount of net income... in- 
cluding them in the determination of the amount carried 
to surplus,’ in accordance with paragraph 12 of that 
bulletin.” 


sume that many companies have preferred 
the separate statement of retained in- 
come or the retained-income appendage to 
the income statement mainly because the 
alternative has been the adoption of the 
all-inclusive standard for income determi- 
nation. 

At the present date many published 
surplus statements are serving no purpose 
aside from the occasional reporting of 
extraordinary charges and credits and the 
listing of dividends. In these cases the dis- 
continuance of the surplus statement in 
favor of a statement of funds—a step 
taken years ago by U. S. Steel—might 
well be considered. It can also be argued 
that the retained-income appendage to 
the income statement is extraneous to the 
function of the income statement and is 
not needed when net income is unequiv- 
ocally designated and the over-all change 
in retained income during the year is ex- 
plained in the income statement. 

In conclusion, the following points sum- 
marize some of the views discussed and 
supported above with respect to extraor- 
dinary income items as they are related 
to the all-inclusive standard: 

1. Extraordinary items should be con- 
sidered for exclusion from income determi- 
nation only when their effect on reported 
income is substantial. When more than 
one item is involved, the aggregate or 
net effect should be considered. 

2. There should be a general presump- 
tion that currently-recognized items of 
income are to be included in the determi- 
nation of income. In this connection the 


*3 However, preference was expressed in Bulletin 41 
for the views stated previously in Bulletin 35: “The 
committee’s purpose in issuing Bulletin No. 35 was to 
prevent misconceptions as to whether the earnings for 
the period were the amounts designated as net income 
or were the final and often more prominent amounts 
shown on the income statements after the deduction or 
addition of items excluded from the determination of 
net income. The committee believes this purpose will 
best be served if reports to stockholders continue to dis- 
play such items in accordance with the recommendation 
contained in Bulletin No. 35.” 
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difficulty of drawing a line between typi- 
cal and extraordinary items and between 
current and noncurrent items (or portions 
of items) should be given due weight. 

3. The exclusion of noncurrent items 
from income determination is consistent 
with the cost philosophy in accounting 
and the many accounting procedures em- 
ployed to determine periodic net income. 
Write-ofis of “type (b)” intangibles, ad- 
justments of prior-year taxes on income, 
and changes in accounting method are 
examples of situations giving rise to rather 
clear-cut items of a noncurrent nature. 

4. All special income items, regardless 
of the treatment accorded them in the 
determination of net income, should be 
included in the income statement. The 
separate statement of retained income or 
surplus should not be used to report in- 
come events. 

5. Income items excluded from income 
determination should be shown in the sec- 
tion of the income statement immediately 
following the figure of net income; such 
items should not be separated from re- 


ported income by an interposed retained- 
income balance. 

6. All non-asset reserve changes which 
are related to past or present income (in- 
cluding reclassifications and eliminations 
of such reserves) should be reflected in 
the income statement. 

7. Captions and supplementary notes 
describing revisions of prior-year income 
should not fail to disclose the income as- 
pect of the transactions involved. It should 
not be assumed that material prior-year 
adjustments are unimportant to the pur- 
poses for which income statements are 
prepared. 

8. Supplementary notes could often be 
made more informative and less perfunc- 
tory in the process of explaining the na- 
ture and significance of extraordinary in- 
come occurrences. 

9. There should be no suppression of 
special income items through the proce- 


dure of offsetting charges against credits - 


and failing to explain the items individual- 
ly when they are substantial in amount. 


Epitor’s NOTE: On page 539 of the issue of October, 1951, in formula (7) the term 
—2nv was omitted. The second term of f’’’(z) should have been multiplied by 3. The 
rate 7; was stated as .0313174 and the rate i as .03131742. These rates should have 


been shown as .0313099 and .03131063. 
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CURRENT ASSETS AND CURRENT 


LIABILITIES 


SUPPLEMENTARY STATEMENT NO. 3* 


COMMITTEE ON CONCEPTS AND STANDARDS UNDERLYING 
CORPORATE FINANCIAL STATEMENTS 


Concepts and Standards Underlying 

Corporate Financial Statements im- 
portance is attached to adequate presen- 
tation and disclosure in financial state- 
ments as a requisite for the formation 
of judgments. In presenting standards 
therefor the report states, among other 
things, that: 

“Assets should be classified in such a manner as 
will facilitate the accounting for their utilization 


and the preparation and interpretation of finan- 
cial statements.” 


I’ THE 1948 REVISION of Accounting 


For some time the Committee on Con- 
cepts and Standards has been considering 
the general subject of classifications in 
financial statements, with the objective of 
amplifying the specifications of this sug- 
gested standard. In the course of its re- 


search, it has undertaken to review the 
relatively recent classifications and defi- 
nitions of current assets, current liabilities, 
and working capital recommended in Ac- 
counting Research Bulletin 30 of the Com- 
mittee on Accounting Procedure of the 
American Institute of Accountants (is- 
sued August 1947). 

This Committee endorses the conclu- 
sions of Bulletin 30 as constituting, within 
that limited area and in the present stage 
of the accounting art, desirable standards 
for balance sheet presentation, 

This Committee intends to continue its 
study of the general subject of classifica- 
tions in financial statements; if and when 
it reaches significant further conclusions 
it will issue additional supplementary 
statements. 


Standards of the Committee on Ac- 
counting Concepts and Standards repre- 
sent the reasoned judgment of at least 
two-thirds of its members. They ate not 
oficial pronouncements of the American 
Accounting Association or of its Executive 
Committee. 

They shall not necessarily be viewed 
as stating rules of current professional 
conduct or procedure. Rather, they state 
objectives in the development of account- 
ing principles. Some are intended to have 
immediate applicability, while others fore- 
cast the general direction in which ac- 
counting may develop. 


Committee on Concepts and Stand- 
ards Underlying Corporate 
Financial Statements— 

1951 


* October 31, 1951. 


Willard J. Graham, Chairman 
Thomas M. Hill 

George R. Husband 

James S. Lanham 

Stewart Y. McMullen 
Maurice Moonitz 

Maurice H. Stans 


There are listed below the names of the 
six men who have acted as consultants to 
this Committee. Although they have re- 
viewed and criticized this Supplementary 
Statement it does not follow that they are 
in complete agreement with the conclu- 
sions, nor do they assume responsibility 
for them. 

Samuel J. Broad 

James L. Dohr 

Howard Greer 

Christian E. Jarchow 

Earle C. King 

William A. Paton 
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AN ANALYSIS OF SUPPLEMENTARY 


STATEMENT NO. 2 


Tuomas M. 


Assistant Professor, Massachusetts Institute of Technology 
Member of the Committee on Concepts and Standards 


COUNTING REVIEW published the text 

of Supplementary Statement No. 2 
prepared by the American Accounting 
Association’s Committee on Concepts and 
Standards Underlying Corporate Financial 
Statements. Statement No. 2, which bears 
the title “Price Level Changes and Finan- 
cial Statements,” presents the conclusions 
of the Committee on three basic questions: 

(1) Is modification of the conventional 
accounting approach to net in- 
come determination to give explicit 
recognition to changes in the value 
of the dollar a desirable develop- 
ment? 

(2) If so, what methods are most ap- 
propriate for measuring variations 
in the value of the dollar and for 
giving effect to such variations in 
financial reports? 

(3) If such modification is desirable, 
how is disclosure best accom- 
plished?” 

In this article, following the precedent 
established in connection with Statement 
No. 1, there is presented an analysis and 
interpretation of the discussions and con- 
clusions of the group. To the extent that 
any remarks contained herein are not fully 
borne out by the text of the Statement 
they are the responsibility of the author 
alone. 

While Statement No. 2 represents the 
unanimous agreement of the seven mem- 
bers of the Committee, the individuals 
concerned did not all arrive at this com- 
mon meeting ground by the same route. 
This commentary, which is believed to 
reflect with a fair degree of accuracy the 


I’ THE October 1951 issue, THE Ac- 


line of reasoning followed by the majority, 
reveals but one approach. In a current 
issue of The Journal of Accountancy, 
Maurice Stans, also a member of the 
Committee, describes a somewhat differ 
ent path to the same conclusions. 


THE DESIRABILITY OF MODIFICATION 


That differences of opinion among men- 
bers of the Committee relative to the 
utility of the historical dollar cost con- 
vention were not as extreme as those ap- 
parently existing among accountants gen- 
erally is demonstrated by the emergence 
of unanimous and reasonably definite con- 
clusions. That substantial differences in 
viewpoint did exist, however, is evidenced 
by the fact that achievement of unanimous 
agreement on a statement for publication 
required more than a year of effort, in- 
volving several meetings and very ex 
tensive correspondence. For the purpose 
of throwing further light on the Con- 
mittee’s conclusions, the main areas of 
agreement and contention pertinent to the 
first broad issue, that of the desirability of 
modification, are discussed in this section. 


An Evolutionary Concept of Accounting 


Underlying the conclusions set forth in 
Statement No. 2, though not given ex 
plicit recognition in the text, is the pre 
sumption that no peculiar theoretical 
“rightness” nor any firmly established 
sanctity of tradition or precedent attaches 
to the historical nominal dollar method of 
measuring business earnings. Throughout 
the Committee’s discussions, this aspect 
of accounting practice was accepted for 
what both history and current events 
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show it to be: not only a relatively recent 
adaptation to a particular set of economic 
circumstances, but one which is currently 
undergoing further modification, presum- 
ably because it is not perfectly suited to 
the purposes at hand. 

_ We need look backward only fifty 
years to discover, within the purview of 
accepted accounting practice, net income 
defined as the change in net worth result- 
ing from periodic revaluation of all assets, 
plus proprietary withdrawals or minus 
new investments made during the period. 
But industrialization, with its resultant 
concentration of capital in assets which 
were neither immediately salable nor cur- 
rently subject to replacement, had already 
begun to render such periodic capital re- 
valuation both technically unfeasible and 
practically meaningless for some busi- 
nesses. Early adaptations to this basic 
change in the nature of business activity 
took the form (in railroad accounting, for 
example) of treating initial fixed capital 
as a sunk cost, with the result that 
periodic charges against revenues with 
respect to long-life assets reflected current 
costs of maintenance and replacement. 
Expansion of the corporate form of or- 
ganization, coupling permanence of the 
business entity with impermanence of 
ownership and separating ownership from 
management, gradually wrought further 
changes. The new needs were for periodic 
cost proration in at least rough proportion 
to benefits derived, and for less exercise 
of subjective judgment in net income 
determination (which often led to the im- 
position of somewhat arbitrary rules of 
procedure, rather than to any increase in 
true objectivity). 

‘The net results of these successive 
adaptations to changing economic condi- 
tions are now reflected in postulates 

' For a better exposition of the recent historical de- 
velopment of accounting doctrine see May, George O., 
“Business Income and Price Levels—An Accounting 


Study,” Study Group on Business Income of the 
American Institute of Accountants, New York, 1949. 
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described as “the going concern assump- 
tion,” “the realization criterion,” and 
“the historical dollar cost convention.” 
Any or all of these must, to survive, meet 
the continuing test of practical utility. 
That “accepted accounting practice,” in 
spite of all the bonds placed upon it, is still 
dynamic is perhaps best evidenced by the 
rise of the LIFO method of inventory 
pricing. In the spread of this methodology, 
we can clearly see the costs of restoring 
assets consumed in revenue production 
gradually displacing historical outlay costs 
as acceptable charges against periodic 
revenues. 


Barriers to Modification 


Agreement within the Committee as to 
the dynamic nature of accounting practice 
did not, of course, lead automatically to a 
decision in favor of change. It was gen- 
erally conceded that the widespread de- 
pendence of our now highly complex 
economy on accounting information pre- 
sented a major barrier to radical revisions 
in accounting procedures. The conditions 
necessary to surmount that barrier were 
felt to be, first, a clearly established need, 
and, second, a methodology tested by 
practical experimentation and proved ca- 
pable of meeting that need. 

The existence of a need for modification 
appeared to hinge on the materiality of 
price level fluctuations, and on their 
impact on business decisions based on 
published financial data. As to method, it 
was obvious that, in spite of a rash of 
proposals in the accounting literature, no 
procedural approach (ignoring for the 
moment LIFO as applied to inventories) 
had either acquired a substantial body of 
adherents or been at all extensively ap- 
plied in practice. 


The Materiality of the Need for Modification 


On the first point of materiality, that 
relating to the magnitude of price level 
fluctuations, general agreement existed at 
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the outset.? The soundness in this respect 
of the judgments of the committee mem- 
bers seems rather barren ground for ar- 
gument. The general scale of recent price 
level changes is common knowledge and is 
clearly substantial in terms of United 
States monetary history. By any measure, 
the purchasing power of the dollar has been 
approximately halved in the past decade. 
As pertains to long-term fixed dollar con- 
tracts in effect over that period, this means 
that no further inflation short of infinity 
can duplicate the absolute impact already 
felt. It appears self-evident that, so far as 
magnitude is a determinant, recent price 
level changes qualify as “‘material.”’ 

As to the second point, the impact of 
price level fluctuations on statement 
figures and through them on business 
decisions, there was, and probably still is, 
considerable difference of opinion. At the 
one extreme, it was contended that tax 
inequities, unsound regulatory policies, 
erroneous investment decisions, and in- 
adequate internal financial management 
could be laid at the door of the account- 
ant’s fallacious conventional assumption 
of stability in his unit of measure. At the 
other end of the spectrum, it was argued 
that compensatory devices were already 
widely employed by managements, that 
informed parties were able to interpret 
published data adequately in the light of 
known dollar purchasing power changes, 
and that any attempt at systematic ad- 
justment of statement figures was as 
likely to confuse as to enlighten. 

On some of these points, particularly 
those which bear on the interpretational 
ability of statement users, little empirical 
evidence of a conclusive nature is avail- 
able. The majority opinion held that 
corporate financial statements must in- 
evitably be directed primarily to informed 
readers, and that to this group any rational 


* The 1948 Statement of Accounting Concepts and 
Standards Underlying Corporate Financial Statements 
rejected consideration of the question on the ground 
that price changes had not been sufficiently marked to 
justify any departure from historical dollar costs. 


form of systematic adjustment would be 
intelligible. Most of the committee mem- 
bers believed that more comprehensive 
forms of adjustment for price level changes 
would be at least as understandable by the 
lay reader as are such currently employed 
devices as LIFO and “accelerated de- 
preciation.” Any contention as to the 
ability of the reader to interpret without 
the aid of the issuing corporation was held 
to beg the fundamental issue. 

With regard to the effectiveness of 
existing compensatory devices, it was 
tentatively concluded that very sub- 
stantial differences exist as between com- 
panies. It is possible that in some instances 
substantial post-war expansion and re- 
placement of plant facilities at high price 
levels, coupled with the adoption of 
LIFO and some form of “accelerated 
depreciation,” have yielded absolute earn- 
ings figures roughly equivalent to those 
which would have resulted without LIFO 
or depreciation acceleration but with all 
costs converted to a current purchasing 
power basis. It appears to the author, 
however, that any argument in opposition 
to modification based upon the adequacy 
of existing compensatory methods falls of 
its own weight. It seems instead to 
strengthen the contention that a need for 
some method of adjustment exists, and to 
raise the question of the acceptability of 
those methods now in use. (This latter 
issue is discussed in the section dealing 
with methods.) 


The Need for Research and Experimentation 


The Committee considered and rejected, 
on the ground that such action was pre- 
mature, the proposition that it put its 
stamp of approval on any specific adjust- 
ment method. It was believed that to do 
so would tend to circumscribe the normal 
development of accounting in practice 
and would thus be contrary to the objec- 
tives of the American Accounting As 
sociation. Majority opinion held that the 
Committee’s proper function in this re 


it 


gard was presently limited (1) to offering 
its considered judgment as to the basic 
qualifications of an acceptable approach 
and (2) to attempting to stimulate re- 
search and experimentation. 

To meet the first of these two aims, the 
Committee carried its discussions to the 
point of agreement on the criteria set 
forth in Statement No. 2 and discussed in 
the following section of this paper. In sup- 
port of the second, the Committee is 
offering such assistance as it can give to 
any individuals or corporations interested 
in attacking the problem in line with the 
Committee’s criteria; while the Executive 
Committee of the Association is currently 
investigating the possibility of securing 
funds which may be used to sponsor re- 
search in this area. As most readers are 
undoubtedly aware, the American In- 
stitute of Accountants is sponsoring a 
Study Group on Business Income which 
has made several notable contributions to 
accounting literature.2 The Committee on 
Concepts and Standards has followed 
closely the work of the Institute group, 
which, though reportedly nearing com- 
pletion of its project, has not at this writ- 
ing submitted a final report. 


Summary 


The Committee’s recommendations rela- 
tive to the desirability of modification re- 
flect, of course, some internal compromise. 
There were, however, no mental reserva- 
tions as to either the first conclusion— 
namely, that at the present stage of account- 
ing development the primary financial state- 
ments should continue to reflect historical 
dollar costs—or the third—that the account- 
ing effects of the changing value of the dollar 
should be made the subject of intensive re- 
search and investigation. Even those who 

3 See: Dean, A. H., “An Inquiry into the Nature of 
— Income under Present Price Levels,” February 

May, G. O., “Business Income and Price Levels— 
An Accounting Study,” July 1949. 

Alexander, S. S., Bronfenbrenner, M., Fabricant, S., 


Warburton, C.: “Five Monographs on Business In- 
come,” July 1950. 
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felt that the historical dollar cost conven- 
tion constitutes an unwarranted limitation 
on the meaningfulness of published finan- 
cial information freely conceded that the 
primary financial statements should con- 
tinue to reflect historical dollar costs; 
while those who were most doubtful of the 
benefits to be derived from modification 
fully agreed that extensive research and 
experimentation are essential. The second 
conclusion—‘There is reason for believing 
that knowledge of the effects of the changing 
value of the dollar upon financial position 
and operating results may be useful in- 
formation, if a practical and substantially 
uniform method of measurement and dis- 
closure can be developed.’’—is, however, a 
somewhat weaker expression of the proba- 
bilities of benefit from modification than 
many of the committee members would 
have preferred. 


METHODS OF ADJUSTMENT—CRITERIA 


The Committee presents in its published 
statement only two criteria for judging the 
suitability of methods designed to give 
effect in financial statements to changes in 
the value of the dollar. But these prescrip- 
tions, first, that measurement of purchasing 
power changes be by means of a general price 
index (conclusion 4) and, second, that ad- 
justment comprehend all elements of both 
the operating statement and the balance 
sheet (conclusion 5), are fundamental and 
all-pervasive in nature. If accepted, they 
effectively eliminate from consideration 
many of the proposals which have been 
made and challenge the validity, for the 
purpose in question, of the already widely 
accepted practice of inventory valuation 
and cost of goods sold determination on a 
last-in, first-out basis. 


Replacement versus Historical Cost 


From the first, all members of the Com- 
mittee were in complete agreement that 
the accounting valuation and earnings de- 
termination process, which finds its ulti- 
mate expression in the periodic financial 
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reports of progress and status, should 
represent an interpretation of historical 
facts.* This decision is neither so naive as 
to view the measurement process as one 
completely devoid of judgment, nor so 
narrow as to presume that the functions of 
accounting are limited to this single ob- 
jective. It was carefully considered, and it 
is basic to the Committee’s findings as to 
method. The criteria advanced, therefore, 
stand or fall on the validity of this premise. 

The earning process was viewed as an 
investment and realization cycle in which 
“free” funds are committed to various 
asset forms to be recovered with profit or 
loss by subsequent realization. In the 
Committee’s opinion, the only modifica- 
tion of accounting postulates implied in its 
recommendation that a general price index 
be used to adjust recorded dollar amounts 
is that of interpreting the earning process 
as a purchasing power rather than a 
mere nominal dollar experience. The prob- 
lem with which the Committee dealt was 
thus conceived to originate in the in- 
adequacy of the medium (the monetary 
unit) which the accountant must employ 
to record historical experience, rather than 
in any basic defect in his present concep- 
tual approach to net income determina- 
tion. 

In contrast, any methodology which in- 
volves the matching against periodic 
revenues of the current or anticipated 
replacement costs of capital consumed is 
directed, not simply to correcting the unit 
of measure, but to restating in terms of 
present value the costs of the assets con- 
sumed. The difference between historical 
outlay cost and current replacement cost 
for any given asset is inevitably a com- 
posite of two factors: (1) a change in the 
general purchasing power of money, and 
(2) a change in the value of the asset rela- 
tive to all other goods. Replacement cost- 


‘ This same judgment will be found to be strongly 
implied in the conclusions set forth in Supplementary 
Statement No. 1, “Reserves and Retained Income,” 
Tue Accountinc REview, April 1951, 


ing, therefore, by recognizing value 
changes between purchase and sale, may 
do violence to the realization criterion. Al- 
though, as previously noted, the Com- 
mittee holds no particular brief for the 
sanctity of this postulate, it has found no 
present cause to doubt its general utility 
and acceptability. Proponents of replace- 
ment costing have not directly attacked 
the accepted concept of realization, and 
there is some reason to believe that not all 
are aware that their proposals raise this 
issue. 

Any significance of replacement costs 
prior to actual accomplishment neces- 
sarily rests on the assumption that re- 
placement approximately in kind will 
occur in the future. The figures resulting 
from their general use are thus rendered 
something other than derivations from 
actual historical events. Since the adjust- 
ment of historical outlay costs on the basis 
of a price index, or price indexes, specific 
to the particular kinds of assets consumed 
in a given enterprise obviously assumes 
future replacement in kind, it follows 
that such a procedure is equally in conflict 
with the Committee’s historical premise. 
“‘The use of a measure of overall price level 
as a basis for such adjustment,”’ the Com- 
mittee states, “seems entirely consistent 
with the fact that initial investment is 
made as an alternative to all other pos- 
sible uses of funds and, as recovered, 
again becomes ‘free’ for reinvestment or 
for any other possible use.” 

The “realist” may, of course, argue that 
the freedom of managerial decision im- 
plied in the above quotation is largely 
non-existent; that substantial portions of 
inflowing funds, if the enterprise is to 
survive, must be used to replace capital 
consumed. All this is unquestionably true 
in many cases, and there is nothing in the 
Committee’s conclusions which belittles 
the usefulness of comparisons between 
current revenues and the current replace- 
ment costs of resources used up in produc- 
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ing those revenues—particularly if re- 
placement has already been accomplished 
or is imminent. Such comparisons are, 
for example, clearly pertinent to the ex- 
planation of dividend policies. 

It can be pointed out, nevertheless, 
that the replacement of long-life assets is 
not always in kind and frequently depends 
on managerial evaluation of business pros- 
pects, and that the same is true in perhaps 
even more marked degree of inventory 
investments. The contention is simply 
that the proper purpose of the operating 
statement and the balance sheet is to 
explain past performance and present 
status, and that anticipation of future 
results, a matter of unquestioned im- 
portance, should be treated apart from 
the primary valuation objective under 
consideration. 


LIFO® 


LIFO, because of its peculiar nature, 
seems to warrant separate discussion. 
This method is designed to introduce re- 
placement costs into current expense, but 
only to the extent that replacement of 
capital consumed has, as a matter of 
historical fact, actually been accom- 
plished. It might, therefore, be described 
either as an adaptation of the historical 
cost approach or as an adaptation of the 
replacement cost approach. In terms of 
objective, it definitely falls in the latter 
category. 

In spite of its increasing popularity (at- 
tributable in substantial measure to the 
vagaries of the tax law), the inherent de- 
fects of this procedure are readily ap- 
parent. In the first place, it is not uni- 
versally applicable, the nature of some 
businesses being such that the stability of 
inventory levels essential to its effective 
operation cannot be achieved. Secondly, 

5 Since the official statement of the Committee ex- 
hibits no clear-cut stand on this specific topic, the con- 
tents of this sub-section should be viewed as the per- 


sonal opinion of the author rather than as an amplifica- 
tion of the statement text. 
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even in those situations where it works 
well most of the time, it renders its users 
peculiarly susceptible to spasmodic dis- 
tortions of net income resulting from de- 
pletions of basic stocks. And, finally, its 
use yields balance sheet valuations which 
are the meaningless result of applying 
prices paid for currently non-existent 
goods to actual physical quantities on 
hand, acquired perhaps under quite differ- 
ent economic circumstances. 

LIFO certainly fails to satisfy the Com- 
mittee’s prerequisites for an acceptable 
adjustment methodology; and its results 
appear to be entirely alien to what the 
Committee accepts as an appropriate 
rationale for net income determination. It 
is suggested that its universality might be 
enhanced, and its interpretational purpose 
better served, by abandonment of any 
pretence of adherence to outlay costs. It 
may well be that history will show LIFO’s 
prime contribution to accounting develop- 
ment to lie in the fact that it helped open 
the door to a more effective means of ex- 
pressing financial information. 


The Propriety of Index Number Adjustment 


Relatively little can be added here to 
the discussion of price indexes contained 
in the Committee’s published statement. 
Reduced to its essentials, there is really 
nothing more to the case for index number 
adjustment of historical dollar costs than 
the conviction that, subject to certain 
known qualifications, financial data ex- 
pressed in dollars of varying purchasing 
power are, by such adjustment, rendered 
significantly nearer to true comparability. 

The qualifications, which the Com- 
mittee noted, are three in number. First, 
and by far the most important, the index 
used must be reasonably indicative of the 
overall purchasing power of the dollar; 
ideally, it must be a weighted average of 
the prices of all goods and services. Second, 
because no fixed set of weights used in 
index number construction can be ex- 
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pected to remain valid indefinitely, some 
degree of distortion (which can be esti- 
mated) occurs over time in most price 
series. This limitation, while of consider- 
able significance, is believed to be by no 
means fatal. And, finally, the inherent 
accuracy of a general price index is not 
likely to be such that small variations are 
meaningful. This, however, appears as a 
limiting factor of no great practical sig- 
nificance. 

The decision to employ or not to employ 
index numbers thus appeared, in the 
negative sense, as a choice of the lesser of 
two evils; in more positive terms, as a 
selection of the better of two inexact in- 
dications of fact. The Committee was not 
impressed by puritanical arguments as to 
the theoretical invalidity of price com- 
posites—perhaps because of an absence of 
illusions as to the absolute purity of any 
accounting results, perhaps because of a 
realization that the requirement of ab- 
solute accuracy is often an effective block 
to any constructive action. The known 
weaknesses of statistical averages have 
certainly not prevented their effective 
employment as bases for decision in 
government, in law, in labor relations, in 
marketing, or even to some extent in 
accounting (witness the LIFO pricing of 
retail inventories). In the final analysis, 
however, the case for index number ad- 
justment must be accepted or rejected 
because it makes sense or it doesn’t; it is 
not susceptible to absolute proof or dis- 
proof.® 

Unfortunately, no entirely satisfactory 
index of the general price level is currently 
available. This handicap is not believed to 
be serious and is, of course, not necessarily 
permanent. The basic data for the con- 
struction of such an index are available, 


6 For more extensive argument see Cooper, W. W., 
“Tndex-Number Adjustments of Financial Statements,” 
The Illinois Certified Public Accountani, September 
1950, and Bowers, R., “Index-Number Adjustment of 
Financial Statements,” The Illinois Certified Public 
Accountant, June 1951. 


and there is little doubt that, should a 
substantial demand develop, the desired 
series would be forthcoming. In the mean- 
time, if experimentation is to proceed, 
some substitute is necessary. The most 
likely possibilities are the BLS Wholesale 
Commodity Index, the BLS Cost of Living 
Index, and the new Department of Com- 
merce Series of “Implicit Price Deflators’”’ 
representing the year-by-year relation- 
ships of gross national product in current 
dollars to the same expenditure estimates 
expressed constantly in dollars of 1939. A 
comparison of these three series is shown 
below. 

Of the three price series noted above, 
the Gross National Product Index is the 
only one which encompasses all expendi- 
tures and the only one which gives ex- 
pression to shifts in expenditure patterns. 
It might, for these reasons, be deemed the 
most suitable for adjustment purposes 
save that, strictly speaking, it cannot be 
directly converted from 1939. to other 
base periods. The practical importance 
of this objection is, however, an open 
question. At the very least, the GNP 
series may serve a useful purpose by pro- 
viding a rational basis for choice between 
the other two alternatives. Gauged by 
this standard, the Cost of Living Index 
would appear to afford the better ap- 
proximation over the past twenty years 
of the missing “‘ideal.”’ 


The Need for All-Inclusive Adjustment 


There has developed in late years a 
noticeable tendency, perhaps best ex- 
emplified by LIFO, to place more and more 
emphasis on the statement of operations 
and increasingly to relegate the balance 
sheet to a secondary status. Some of the 
committee members were inclined to de- 
plore this trend; others did not find it a 
source of concern. All, however, were im- 

7 For discussion of the derivation of this price index 


see pages 141-146, National Income Supplement to the 
Survey of Current Business, July 1951. 
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pressed by the fact that certain relation- 
ships revealed only by the balance sheet 
acquire particular significance during 
periods of marked inflation or deflation. 
No enterprise is entirely free from the 
efiects of monetary speculation. During 
any period of severe price change, the in- 
dividual firm inevitably suffers or benefits, 
depending upon the existing allocation of 
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of all balance sheet figures for the decline 
in the value of the monetary unit. Man- 
agement has a responsibility for preserving 
and enhancing the basic invested values. 
The manner in which it acquits itself of its 
stewardship obligation is best accounted 
for, and best judged, when the economic 
effects of changes in dollar significance are 
clearly and comprehensively set forth. 


PRICES 


Index, 1939100 


50 — 


250 

GROSS NATIONAL 
PRODUCT PRICE 

150 — 


CONSVMERS’ 
PRICE INDEX 


1980 32 34 36 38 


40 42. 44 46 48 So 


COMPARISON OF THREE MAJOR PRICE 
SERIES 


Source: Survey of Current Business, July 1951, 
National Income Supplement, p. 141. 


its capital and the sources of that capital, 
irrespective of any controllable operational 
activities. During a period of inflation, 
for example, stockholders suffer to the ex- 
tent that the corporation’s assets are in 
the form of cash or claims fixed in dollar 
amount, but gain at the expense of credi- 
tors to the extent that the real values of all 
fixed dollar obligations decline. The net 
gain or loss depends on the relationship of 
assets fixed in dollar amount to debt—and 
is clearly revealed only by the adjustment 


Summary 


Although considerable time and effort 
were expended in exploring the ramifica- 
tions of potential methods of adjustment 
for changes in the purchasing power of the 
dollar, surprisingly little difference of 
opinion existed at any time as to ap- 
propriate basic criteria. That this was so 
is undoubtedly attributable to the Com- 
mittee’s concurrence on the validity of the 
historical approach, and the fact that the 
conclusions reached developed quite na- 
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turally from that starting point. Rejection 
of the use of replacement costs for the 
specific purpose under consideration and 
acceptance of an index of the general price 
level as the prime tool for adjustment 
were, by the same token, practically in- 
evitable. The extent to which Statement 
No. 2 as a whole hinges on adherence to 
the conventional historical cost approach 
(as distinguished from the assumption of 
an invariant measuring unit) is perhaps 
its most striking feature. 


METHODS OF DISCLOSURE 


The Committee’s sixth and final con- 
clusion—that internally consistent supple- 
mentary statements, carefully reconciled 
with the primary statements based on his- 
torical dollar costs and accompanied by full 
explanation, may properly be included in 
published corporate reports—requires but 
little elaboration. Since this conclusion 
evolves naturally from those which pre- 
cede it, discussion would necessarily be 
repetitious. Comment will therefore be 
limited to emphasizing the Committee’s 
strong opinion that detailed reconciliation 
of the two sets of statements is essential to 
clarity, and that explanation of the pur- 
poses served by the supplementary in- 
formation is of considerable importance, 
particularly during any experimental 
period. 

There is, however, one aspect of the 
Committee’s statement which bears on 
the precise form of the supplementary 
data and which requires some elaboration. 
Throughout the text, the wording is con- 
sistently such as to imply that its authors 
were thinking in terms of the adjustment 
of all historical cost data to their current 
monetary equivalents. At the same time, 
the Committee did not make a specific 
recommendation to this effect. The ap- 
parent anomaly arises from the facts that 
the question of using the current versus 
some earlier period (or average of periods) 
as a base for adjustment was regarded as a 
procedural matter outside the purview of 


Statement No. 2, but that some internal 
consistency of language was necessary in 
discussing the general concept. There are, 
of course, arguments pro and con for 
either method.* A majority of the com. 
mittee members were strongly inclined 
toward the view that expression of all 
figures in terms of current dollars would be 
more meaningful to most statement 
readers. They were aware, however, that 
this treatment would give rise to certain 
problems of facilitating direct comparisons 
between periods which might be avoided 
by the use of a constant base. 


CONCLUSION 

It may be pertinent to note, in con- 
clusion, one further aspect of the Com- 
mittee’s general attitude which, again, is 
clearly implied but not overtly expressed 
in its formal document. Throughout the 
discussions, all members apparently took 
for granted the responsibility of the ac- 
counting profession for any necessary or 
desirable interpretation of the impact of 
changing price levels on the financial state- 
ments contained in corporate reports. 
This fact seems worthy of comment, 
since the proper functional division in this 
area is regarded by some as. an open ques- 
tion. 

Precise delineation of the accountant’s 
responsibilities on a purely objective basis 
is, of course, impossible. To some, it ap- 
parently seems appropriate that, at the 
point where external information (such as 
price indexes) must be brought to bear on 
his figures, the accountant should accept a 
role subordinate to that of the statistician 
or the economist. To others, including the 
present membership of the Committee on 
Concepts and Standards, it seems entirely 
logical that the accountant, by dint of 
his familiarity with the basic internal data, 
should assume maximum responsibility 
for any form of adjustment and inter- 
pretation. 

8 For further discussion see Dean, J., “Measurement 


of Profits for Executive Decisions,” THe ACCOUNTING 
REvIEw, April 1949, 
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ACCOUNTING DEVELOPMENTS IN THE 
ATOMIC ENERGY ENTERPRISE* 


MartIn L. BLACK, JR. 


Professor, Duke University 
Consultant, U. S. Atomic Energy Commission 


ing weapons is generally publicized 

as the primary function of the 
Atomic Energy Commission, people in 
general do not realize how many other 
facets there are to AEC activities and 
few accountants know what a challenge it 
has presented to their profession. The 
Atomic Energy Act of 1946 provides 
“that, subject at all times to the para- 
mount objective of assuring the common 
defense and security, the development and 
utilization of atomic energy shall, so far 
as practicable, be directed toward improv- 
ing the public welfare, increasing the 
standard of living, strengthening free 
competition in private enterprise, and 
promoting world peace.” Fortunately, 
these broad objectives are related. Most 
of the accomplishments of AEC are useful 
not only for defense but for peacetime 
purposes. 

The accounting involved in the AEC 
program is as varied and complicated as 
can be found in any industrial combination 
in the country. The fact that operation 
of the vast atomic energy business is 
carried on through contractors has af- 
fected the development of the AEC ac- 
counting system. These contractors are 
numerous and the widely different con- 
tract jobs require various kinds of financial 
arrangements. 

The manufacturing portion of the pro- 
gram, which includes all processes from 


Bie the major job of construct- 


* This paper was presented at the annual meeting of 
the American Accounting Association, Denver, Colo- 
rado, September 6, 1951. 


the mining of ores to the finished product, 
is operated chiefly by industrial companies. 
These companies may or may not set up 
special organizations to handle the AEC 
contract. For instance, the Sandia Corpo- 
ration which operates the Albuquerque 
installation, is a subsidiary organized by 
Western Electric for this purpose; on the 
other hand, General Electric itself operates 
the Hanford works. Some operations are 
catried on for AEC by other government 
agencies. 

In connection with AEC manufacturing 
activities three “company” towns are 
operated by contractors. Richland, Wash- 
ington, is operated by General Electric 
under a contract that also covers manu- 
facturing and architect-engineer services. 
The other two towns are operated by 
private corporations created for this pur- 
pose, 

Much accounting effort is required for 
the various types of research undertaken 
through AEC financing. Although this 
research is directed primarily to improving 
the processes for producing the materials 
that AEC is in business to manufacture, 
large sums are also expended for medical 
research and basic scientific research. 

The research installations are operated 
to a large extent by universities. In some 
of these, such as Los Alamos, New Mexico, 
Brookhaven, Long Island, N. Y., and 
Argonne, near Chicago, Illinois, the activi- 
ties are of an off-campus nature in facili- 
ties constructed by AEC. Even where 
major research is undertaken on uni- 
versity campuses, it generally requires 
government-owned facilities which must 
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be accounted for on AEC records. 

The variety of work performed under 
contract calls for diversity in methods of 
contracting. The industrial contracts gen- 
erally are cost-plus-a-fixed fee. Some of 
the larger contracts are made with a pro- 
vision to reimburse cost plus one dollar 
or cost without a fee. Most of the smaller 
contracts covering construction and sup- 
ply are lump-sum or fixed-price contracts. 
Under the provision of the recent Renego- 
tiation Act, most of the contracts with 
private industry are subject to renegotia- 
tion. The major research contracts pro- 
vide for reimbursement of all costs includ- 
ing allocable overhead. The determination 
of this allocable overhead is the chief 
problem in administering these contracts. 

AEC has a large number of cooperative 
contracts with colleges and universities 
for conducting basic research in fields that 
are of interest both to the educational 
institutions and to the agency. Under such 
a cooperative contract AEC pays a nego- 
tiated portion of the cost, and the univer- 
sity absorbs the remaining cost. For exam- 
ple, AEC is financing a Van de Graff 
generator at Duke and the University is 
financing the construction of the necessary 
building. The cost of operation after in- 
stallation will be split between the uni- 
versity and the AEC. 

The atomic energy enterprise is organ- 
ized along functional lines like a modern 
corporation. The five-man Commission 
functions as a full-time board of directors. 
The technical direction of finance and 
accounting is from the Controller’s office. 
The Controller is responsible to the Com- 
mission for reporting the financial status 
of the AEC program, for providing ac- 
counting and other financial controls and 
safeguarding funds and property, and for 
advising on financial implications of pro- 
posed courses of action. 

The chief operating official, comparable 
to the president of an industrial corpora- 


tion, is the General Manager. The Con- 
troller, serving as Director of Finance 
Division, is a member of the General 
Manager’s immediate staff, advising him 
and the other members of his staff on 
the budgetary and other financial aspects 
of proposed plans and programs. 

The Controller prescribes agency-wide 
policies, procedures, and standards for 
accounting, auditing, budgeting, and sta- 
tistical and progress reporting. His con- 
currence is required in the appointment of 
the principal accounting officer at each 
operations office. He provides technical 
guidance to all AEC accounting, auditing, 
and budget staffs and makes periodic 
reviews to determine how effectively the 
policies, procedures, and standards that 
he has prescribed are being applied. In 
addition he makes any detailed audits and 
investigations he judges necessary or de- 
sirable within the area of his responsibility 
and conducts special audits and investiga- 
tions at the request o! those responsible for 
managing the various AEC operations. 

The work of the Commission is carried 
on through eight operations offices. Each 
of these offices is responsible for a group 
of contractors whose work it directs. In 
each office a Finance Director, who is a 
member of the local manager’s immediate 
staff and who receives technical guidance 
from the Controller, is responsible for 
directing the accounting, auditing, and 
related finance activities of. his operations 
office and its contractors. 

This organization for carrying on AEC 
finance activities has evolved in conjunc- 
tion with the development of an industrial- 
type accounting system for the atomic 
energy enterprise. The change from a war- 
time project to the type of operation estab- 
lished by the Atomic Energy Act late in 
1946 necessitated a completely different 
accounting approach as is evident from 
a reading of the semi-annual reports of 
the agency to the congress. 
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Both the wartime practices of the highly 
secret Manhattan Engineer project and 
the methods used generally for govern- 
ment accounting and budgeting were in- 
adequate for the civilian Atomic Energy 
Commission’s industrial-type operation 
with its large-scale construction, produc- 
tion, research and development activities. 
The wartime project had not needed long- 
range plans or accurate forecasts of finan- 
cial requirements. The Commission had to 
have the type of accounting records and 
budget procedures that would enable it to 
translate the new broader objectives of 
the atomic energy program into financial 
terms. 

One of the most difficult problems that 
faced the accounting staff of the Commis- 
sion in 1947 was to get a clear picture of 
the accounting practices under the various 
cost-type contracts taken over from its 
predecessor. With the assistance of five 
public accounting firms, the Commission 
reviewed the accounts, records, and meth- 
ods of internal control of contractors and 
the government under certain typical con- 
tracts. These reviews showed that exten- 
sive revisions were necessary to make the 
accounting records and procedures ade- 
quate for the long-term conditions of 
operation contemplated by the Atomic 
Energy Act of 1946. The record-keeping 
practices and audit procedures that the 
contractors had previously followed had 
been designed primarily to provide the 
government with justification of their cash 
expenditures item by item. Such methods 
did not provide the up-to-date meaningful 
records of cost and the basis for controlling 
property that are necessary in an industrial 
operation. The accounts did not distin- 
guish between capital and operating ex- 
penditures. They did not recognize the 
existence of such items as accurals, in- 
ventories, depreciation and other factors 
needed for making meaningful financial 
reports and for sound budgeting. 
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The only practical solution to such ac- 
counting problems obviously lay in a 
fundamental departure from the conven- 
ventional government concepts and prac- 
tices and in establishment of the kind of 
system used by the most modern industrial 
organizations. The difference between 
government methods of accounting and 
industrial methods of accounting at first 
seemed so irreconcilable that some thought 
it would be necessary to maintain two ac- 
counting systems: One to keep account 
of appropriations in the usual manner and 
the other to account for costs on an accruat 
basis. The concept that made the present 
integrated AEC-contractor accounting sys- 
tem possible was the idea, as will be ex- 
plained later, that from the accounting 
point of view AEC and its major cost-type 
contractors could be treated as a holding 
company and its subsidiaries. 

Fortunately AEC’s recognition of its 
need for industrial-type cost and financial 
controls coincided with a long-overdue 
movement throughout the government 
toward improved accounting. This move- 
ment was fostered by the joint accounting 
program of the General Accounting Office, 
the Bureau of the Budget, and the Treas- 
ury Department. The Accounting Systems 
Division of the General Accounting Office 
was particularly helpful during this period 
when AEC was trying to develop reason- 
able solutions to its unusual problems. 

As of July 1, 1948, AEC began instal- 
lation of an accrual accounting system 
suitable to its diverse operations. One of 
the chief advantages of the accrual ac- 
counting system was that it provided 
financial control over property. Establish- 
ing such control posed some of the most 
difficult problems. Before installation of 
the system, accounts had not been main- 
tained to record the cost of plant and 
equipment in service. Materials had been 
considered as expended when purchased. 
The accumulations of the costs of con- 
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structing plants and laboratories were in- 
complete and had not been based upon any 
uniform system for distinguishing between 
revenue and capital expenditures. Trans- 
fers and retirements of these physical 
facilities had not been recorded in the ac- 
counts. Detailed records some of which 
were in duplicate had been maintained 
showing where property was located and 
who was accountable for it, but such non- 
financial records were not adequate for 
managing AEC property. A complete in- 
ventory and a determination of the costs 
of all plants, laboratories and other facili- 
ties and equipment owned by the Com- 
mission was necessary before reliable ac- 
counting could be established. Proper 
financial control over AEC property and 
meaningful operating information became 
possible when this work had been com- 
pleted and property records were com- 
pletely integrated with the accounts. By 
June 30, 1949 most major cost-type con- 
tractors had adopted the system for con- 
trolling and accounting for AEC funds and 
property in their possession through ac- 
counts integrated with the AEC system. 
Such accounting permitted the prepara- 
tion of balance sheets and operating state- 
ments very similar to those of a private 
industrial corporation. 

The integrated AEC-contractor ac- 
counting system eliminated duplication of 
accounting. A contractor for an operations 
office maintains accounts covering his 
operations for AEC. These records are 
separate and distinct from any other ac- 
accounts that the contractor may have. As 
far as accounting is concerned this phase 
of contractor records corresponds to the 
operations of an AEC branch. The con- 
tractors’ records carry reciprocal accounts 
that tie in with accounts maintained by 
the AEC operations office. Thus, an AEC 
operations office corresponds roughly to 
a subholding company with its integrated 
contractors occupying the position of 


subsidiaries and the Washington office of 
AEC in the position of top holding com- 
pany, Actually, the situation is more com- 
parable to branch accounting than to 
subsidiary accounting, for the contractors 
are not subsidiary corporations. 

The records maintained by an operations 
office show AEC transactions of that 
office, including operations of certain lump- 
sum contractors. In addition, the opera- 
tions office accounts reflect as debits the 
reciprocal accounts of current advances 
to and investments with integrated con- 
tractors. The operations offices maintain 
accounts showing their responsibility to 
the Washington office. Reciprocal ac- 
counts. also appear for other operations 
offices since products, equipment, and 
services are frequently transferred be- 
tween offices. The monthly reconciliation 
of these accounts is quite an accounting 
task. 

The records of the Washington Office 
contain accounts showing Washington 
transactions and the necessary controlling 
accounts for the operations offices. The 
total Congressional appropriation clears 
through the Washington accounts. The 
operations offices maintain accounts for 
the funds allotted and transmitted to 
them. 

Development of the accounting system 
was accompanied by improvements in the 
budget. When the accounting system had 
been established on a cost basis the next 
logical step was to use costs as the primary 
basis for budget estimates. The conven- 
tional obligation-expenditure budget gen- 
erally employed by the Government had 
proved unsatisfactory for AEC with its 
variety of contractural relationships and 
operating problems. AEC contracts, pur- 
chase orders, and other transactions re- 
quiring the Government to make pay- 
ments, which are generally summed up 
under the term “obligations,” may be 
paid for in a single budget year, or partly 


q 


in that year and partly in later years, or 
entirely in later years. In general the na- 
ture of AEC operations requires financial 
commitments to be made far in advance. 
For this reason budgeting in terms of the 
amount of obligational authority required 
for a single year would give a confusing 
picture of the scale and timing of the 
work. Neither the amount of money ob- 
ligated in a particular year nor the amount 
disbursed in that period gives an adequate 
picture of the financial operations of AEC. 
The actual scale of effort for the period 
can be measured in financial terms only 
by accrual accounting. 

Upon installation of an accrual account- 
ing system, the next step was to produce a 
budget stated in terms of the cost of pro- 
jected activities. Such a budget includes 
in costs only the amount of labor, materials 
and services actually consumed or used 
during the budget period, irrespective of 
when the related obligations were incurred 
or when the disbursements were made. 
Numerous technical problems were posed 
by AEC’s departure from customary 
Government practice in its budgeting. 
Developing a fully integrated system of 
accounts and a cost-based budget was 
complicated by the number of yearly 
appropriations for which the Commission 
had to account. Since the source of ex- 
pended funds could not be identified in 
the accrual accounting system, AEC had 
to maintain accounts for its appropriation 
reporting in addition to its cost accounts 
and frequently allocate transactions to 
individual appropriations on some arbi- 
trary basis. This problem was solved for 
fiscal year 1950 when the Congress reap- 
propriated the unexpended balances of 
prior-year appropriations in providing 
funds for that year. The Commission then 
put into effect its long-range intention of 
coordinating the budget estimates with 
the accounts and prepared budget esti- 
mates for fiscal year 1951 on a cost basis. 
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The basis of the cost-type budget was a 
classification of all the operations of AEC 
and its contractors along functional lines 
without overlapping or duplication. The 
divisions and subdivisions of the over-all 
atomic energy operation for budgeting and 
reporting purposes correspond with the 
delegations of responsibility for managing 
the various parts of the operation. The 
major programs under which costs and 
budget estimates have been stated since 
the summer of 1949 are those shown as the 
major items of the AEC Operating State- 
ment. Each of these programs consists of 
two or more subprograms. The subpro- 
grams are further divided into categories 
and each category is made up of several 
activities. For instance, Medical Research 
and Cancer is one of the activities making 
up the total costs of Cancer Research which 
is one of the categories making up the 
subprogram Research and Development in 
the Biology and Medicine program. The 
financial requirements of AEC are thus 
expressed in terms of the job to be done 
rather than the types of things to be pur- 
chased. Since this type of budget and re- 
porting classification was adopted, AEC 
has found its budget and financial reports 
prepared on a consistent basis more and 
more useful. 

Although AEC presents the analyses 
and justifications supporting its budget 
estimates in terms of cost, the resulting 
budget request must still be expressed in 
terms of the total obligational authority 
or Congressional appropriation required 
to carry out AEC activities. The first 
step in converting cost estimates to the 
obligational authority required is to deter- 
mine the total estimated costs for all the 
activities included in the budget. The next 
is to determine what changes will occur 
during the fiscal year in the amounts of 
inventories, working funds in the hands of 
contractors, and unliquidated obligations. 
Increases in these amounts are added to 
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the total estimated cost and decreases are 
subtracted to determine the total obliga- 
tional authority required. 

The AEC is still a long way from solving 
all its budget problems. The transition 
from the traditional budget stated in 
terms of expected expenditures and the 
obligational authority required to make 
the necessary payments is so firmly estab- 
lished in the thinking of Government 
people that the transition to thinking in 
terms of costs is very difficult. The tenden- 
cy to confuse costs and obligations makes 
it difficult to explain the nature and signifi- 
cance of the difference between construc- 
tion cost incurred during the given period 
and the budgeted cost figure for that 
period. The person who thinks that costs 
and obligations are synonymous terms is 
likely to assume that any difference at 
the end of a period is available for other 
purposes. Actually the difference may 
represent a lag in construction during the 
current period rather than an over estimate 
in the budget or a reduction in cost. 

It is difficult to reconcile costs incurred 
with appropriations since many items may 
appear in cost that are of a non-budgetary 
nature—such as depreciation, transfer of 
an item previously carried as fixed assets 
to operations, and items which normally 
might be shown as surplus adjustments. 
For instance, in one of our testing opera- 
tions the total expenditures over several 
years were carried as construction work in 
progress, a fixed-asset account, but upon 
completion an analysis revealed that a 
large portion of this should have been 
treated as operating cost. An adjustment 
charging this item to operations during the 
current year would make for budget com- 
plications. 

From a cost standpoint, certain items 
such as total salaries are meaningless since 
the item may have been charged to many 
activities for cost purposes. Yet it is still 
necessary to show obligations by the ob- 


ject classification prescribed by the Gov- 
ernment because the Congress desires to 
control the amounts expended for personal 
services, travel, etc., as specific items 
rather than as cost components of various 
programs. 

Montly financial and operating state- 
ments are submitted by each integrated 
contractor to the operations office. Each 
operations office, after making the neces- 
sary eliminations from these statements, 
combines them with its own statements 
and prepares an operating statement and 
balance sheet which it sends to Washing- 
ton. The Washington Office combines the 
statements from the operations offices 
with its own statements and gives the 
Commission and operating officials over- 
all statements on the atomic energy 
enterprise. The monthly operating costs 
are compared with budget estimates in a 
parallel column. 

In its tenth Semiannual report to the 
Congress, issued in July of this year, the 
Commission for the first time published 
a balance sheet and related financial 
statements. As originally prepared for 
Commission use, these statements were 
incorporated in a secret document. The 
second version which gives less detailed 
totals that can be revealed without en- 
endangering the national security is pre- 
sented on the following pages. 

The individual items on the compara- 
tive balance sheet as described in the 
Controller’s Annual Financial Report for 
1950, provide an outline of the general 
financial structure of the atomic energy 
enterprise. 


Cash and Working Funds 


Under the AEC system of operations, 
cash advances are made to integrated con- 
tractors approximating their needs for 
thirty days. As the program has grown 
the advance funding required for contracts 
has increased. Relatively small cash ad- 
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U. S. ATOMIC ENERGY COMMISSION 
BALANCE SHEET 


As oF June 30, 1950 AND JUNE 30, 1949 


Increase 
Assets 1950 1949 (Decrease) 
Cash and Working Funds: 


$ 393,312,421 228,222,237 $165,090, 184 


$ 

Accounts receivable less reserve for uncollectible accounts.. $ 5,783,284 $ 3,826,925 $ 1,956,359 
$ 
$ 


Inventories at cost less reserve for losses on excess stores... $ 68,196,653 57,282,486 $ 10,914,167 
Loss—Reserve for depreciation................. sheuk 414,940, 563 317,239,733 97,700,830 
$1, 689,492,164 $1,573,958,027 $115,534,137 
Collateral funds and other deposits........0...00eceeeees $ 48,972,131 $ 45,437,998 $ 3,534,133 
Liabilities and Equity 
Liabilities: 
Accrued annual leave for AEC employees............. 3,527,581 2,270,771 1,256,810 
AEC equity (See Summary of Changes)................ $2,151,558,625 $1,868,509,614 $283,049,011 
Toray Liapiuities AND AEC $2 216,487,409 $1,912,803,083 $303 ,684,326 


The following notes are an integral part of the balance sheet: 

This statement excludes inventories of source and fissionable materials and weapon parts and assemblies from 

assets. 
In addition to the liabilities shown in this balance sheet AEC, and its cost-reimbursement contractors had out- 
standing financial commitments of $804 million at June 30, 1950 and $581 million at June 30, 1949, for goods and 
services not yet received. Of these amounts $282 million and $145 million, respectively, were fully covered by 
funds and receivables, and $522 million and $436 million at the respective dates were commitments of AEC against 
unfunded contract authority granted by the Congress. 

Unobligated funds available to AEC were $55 million at June 30, 1950 and $45 million at June 30, 1949. 

No funds have been obligated to pay accrued annual leave for AEC employees because subsequent appropria- 
tions are required for this purpose. 

As part of the domestic uranium program, the Commission has guaranteed minimum prices through March 31, 
1958 for refined uranium and for uranium bearing ores and mechanical concentrates. In addition, bonuses are 
payable under certain circumstances to encourage the discovery of new uranium resources. (See Domestic Uranium 
Program Circulars No. 1 through No. 5.) The Commission also has certain long-term commitments relating to the 
procurement of foreign ores. 


vances are made to some cost-type con- Accounts receivable 

tractors whose accounts are not integrated The accounts receivable consist of 
with those of AEC. Approximately 95 amounts due AEC and its contractors not 
percent of working-fund advances with only for services rendered as a part of 
other Federal agencies is with the Depart- community operations such as rental of 
ment of Defense. houses, sale of utility services and hospital 
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Scientific and technical costs and expenses: 
Source and fissionable materials program. 
Weapons program. 
Reactor dev elopment program 
Physical research (less orele sales of $222,130). 
Biology and medicine program. 


Auxiliary services and other indirect expenses: 
Community operations: 
Gross costs. . 
Less revenue. . 


Program direction and administration. . 
Depreciation 


Other expenses: 
Uncompleted projects abandoned 
Miscellaneous. 


Total costs and expenses 
Less miscellaneous income: 
Interest on collateral funds 
Other income. . 


Net Cost OF OPERATIONS FOR THE YEAR.... 


AEC equity, July 1, 1949 (See Balance Sheet)........ 
Less adjustments relating to prior years operations (net) . 


Adjusted beginning balance... . 
Additions 
Congressional appropriation... .. 


Deductions 
Net cost of operations (See Statement of Operations)... .. 


AEC June 30, 1950 (See Balance Sheet)... .. 


weapon parts and assemblies. 


services but also from the sale of excess 
materials, supplies, and scrap. At June 
30, 1950, however, the largest item in 
accounts receivable was the sum of 
$3,116,021 determined by independent 
public accountants to be refundable by a 
contractor that received deposits for over- 
head costs under the original Hanford con- 
tract in excess of actual overhead. Possible 
recoveries under other wartime contracts 
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Transfers from other Federal agencies without reimbursement... . 


Transfers to other Federal agencies without reimbursement. . 
Funds returned to U. S. Treasury. 


U. S. ATOMIC ENERGY COMMISSION 
STATEMENT OF OPERATIONS 


For THE YEAR ENDED JUNE 30, 1950 


$21,356,977 
15,551,590 


Inventories 


SUMMARY OF CHANGES IN AEC EQUITY 
For THE YEAR ENDED JUNE 30, 1950 


$ 120,416,680 
85,832,512 
27,596, 200 
31, 128,252 
17,687,416 
$ 282,661,060 

$ 5,805,387 

22,092, 169 
97,019,242 $ 124,916,798 

$ 7,013,312 
148,097 8,161,409 

$ 621,601 
351,641 $ 973,242 
$ 414,766,025 
$1,868,509, 614 
$1, 867,025,494 

$702,930, 769 
7,041,582 $ 709,972,351 
$2,576,997, 845 

$414, 766,025 


2’,030,350 $ 425,439,220 


$2,151,558 , 625 


Note: AEC equity reported does not include investment in inventories of source and fissionable materials and 


which provided for payments for esti- 
mated overhead during the life of the con- 
tract and for final settlement at termina- 
tion could not be indicated because their 
amounts have not yet been determined. 


Stores inventories consist chiefly of pro- 
duction and factory operating supplies, 
special reactor materials, 


spare parts, 
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community maintenance materials, labo- 
ratory and research supplies, and adminis- 
trative supplies. The balance sheet does 
not reflect the source and fissionable ma- 
terials, weapon parts and assemblies on 
hand. Construction materials and sup- 
plies held by AEC construction contractors 
are recorded as a part of construction 
work in progress rather than as inventories. 
Reserves for losses on excess stores repre- 
senting the difference between their book 
cost and estimated salvage has been pro- 
vided. 


Prepaid costs of operation 


One of the largest items included in pre- 
paid costs of operation is the advance 
payment for raw materials. The cost of 
these raw materials will become an operat- 
ing charge when they are received. 


Plant and equipment 


When AEC assumed the responsibility 
for the property of the Manhattan Engi- 
neer District of the War Department on 
January 1, 1947 the cost of completed 
plant had not been established. In 1948, 
engineering and accounting firms were en- 
gaged to assist in inventorying and costing 
the physical facilities. Upon completion 
of this inventory AEC accountants and 
engineers reviewed the recommendations 
of the consultant firms and established the 
cost of completed plant as of June 30, 
1949 at $1,557,367,480 and the related 
reserve for depreciation at $317,239,733. 
Later adjustments are reflected in the cost 
of such assets at June 30, 1950. The net 
increase during 1950 in the cost of com- 
pleted plant and equipment, however, 
resulted chiefly from new construction. 


Collateral Funds and other deposits 


The amount shown for collateral funds 
and other deposits on the balance sheet is 
made up of insurance collateral funds, 
employee-benefit and annuity funds, excess 
premium payments, and other miscel- 
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laneous deposits. For the most part the 
funds are held by trustees and invested in 
United States Government securities. In- 
surance collateral was initially established 
by MED when insurance companies were 
asked to provide policies to cover un- 
predictable hazards and risks. Thus far 
AEC has not had to make any similar 
advances. Collateral was also advanced by 
MED to some cost-type contractors to 
establish employee-benefit funds that 
would permit voluntary payments up to 
$10,000 if any employees suffered injury 
or death due to specified hazards. 
Liabilities 

The liabilities shown on the AEC bal- 
ance sheet consist chiefly of accounts 
payable which are limited to the unpaid 
goods and serves actually received by AEC 
and its integrated contractors. Annual 
leave earned by AEC emplyees but un- 
used at the end of the fiscal year is accrued 
but will be paid from funds appropriated 
in future years. The funds held for others 
include amounts withheld from employees 
of AEC and integrated contractors 
through payroll deductions, taxes, in- 
vestments, etc., and working-fund ad- 
vances received by AEC to use for projects 
undertaken for other Federal agencies. 
The deferred credits consist chiefly of pre- 
paid rentals collected at the three AEC 
towns. Contractual commitments for goods 
and services not yet received are not shown 
as liabilities but appear as footnotes. 


AEC equity 


Congressional appropriations are not 
treated as income from operations but as 
a direct addition to capital and are shown 
in the analysis of changes in equity. 
Transfers from other Government agencies 
without reimbursement likewise are not 
considered as income. Similarly transfers 
to other Federal agencies without reim- 
bursement, chiefly surplus property, are 
not considered as costs. 
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These first published financial state- 
ments on the atomic energy enterprise 
may become even more interesting as 
statements for future years become avail- 
able for comparison. Although no operat- 
ing statements and balance sheets exist 
for the early years of the project, the over- 
all figures on expenditures that are avail- 
able give some idea of the growth of the en- 
terprise. The total case expenditures of the 
Manhattan Engineer District amounted 
to $2,218,000,000, of which $1,375,000,000 
was for plant and equipment. AEC ex- 
penditures from the last half of 1947 
through June 30, 1950 amounted to 
$1,792,000,000 with $765,000,000 for plant 
and equipment. Budgeted costs for the 
year ended June 30, 1951 were $934,000,- 
000. 

The commission plans to include finan- 
cial statements for fiscal year 1951 in its 
eleventh semiannual report to the Con- 
gress which will be published this January. 
The preliminary statements including 
secret data have already been issued for 
use within the Commission. 

Upon the installation of the industrial- 
type accounting system that made it 
possible to produce such statements as 
these, it became evident that government 
auditing procedures should be changed to 
fit the new accounting concept. As long 
as operations had been on a cash basis, 
comprehensive audits could not be under- 
taken. A branch in the Controller’s office 
works on audit standards, reviews audits 
made in the field, and advises operations 
offices on their audit procedures. In each 
operations office the Finance Director has 
established an audit staff. These staffs 
audit the accounts and records of contrac- 
tors as well as the AEC accounts. The 
auditing procedures that are followed pro- 
vide for AEC somewhat the same type of 
audits that are made by public account- 
ants. 

In addition to the work regularly per- 


formed in audits of that type, monthly 
test audits of AEC contractors cash rec- 
ords are necessary because most contrac- 
tors operate on an advance basis with 
monthly reimbursements for which a 
certification is required. 

Since AEC operates on the basis of a 
fiscal year ending June 30, a peak audit 
load develops at that time. The problem 
is being solved by combining interim audit 
work on each contractor’s set of records 
with a procedure for staggering the year- 
end audits. The comprehensive audit of a 
given contractor’s records may be made as 
of April 30 and another contractor’s 
audit may end at May 31. When the end 
of the fiscal year thus occurs after the 
audit date, the next annual audit will 
cover the period from the date of the last 
audit. AEC audit staffs cannot make com- 
plete audits of all sets of books as of June 
30 in time for the audits to be useful in 
the preparation of annual statements. 

Audit programs are prepared for AEC 
and each contractor to make sure that all 
elements of internal control will be investi- 
gated during the course of the audit and 
that all verifications will be made that are 
necessary to determine the accuracy of 
items appearing in the balance sheet and 
operating statement. 

The General Accounting Office, which 
audits executive agencies for the Congress, 
has cooperated with AEC in all of its 
auditing problems. Both the contractors’ 
records and the AEC audit reports and 
working papers are available at all times 
to the GAO auditors. The GAO Corpora- 
tion Audits Division has recently started a 
comprehensive audit of AEC accounts. 

Among the many AEC accounting prob- 
lems that have caused difficulty is the 
handling of depreciation. As discussed in 
connection with the Plant and Equipment 
item on the balance sheet, the fixed assets 
as of June 30, 1949 and subsequent addi- 
tions have been recorded on the books at 
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cost. Both the group method and the unit 
method of depreciation are being used and 
committees have been set up at various 
points to review the depreciation rates. 
Since the Congress does not fund deprecia- 
tion, that element of cost cannot appear in 
budget requests. Consequently it has been 
extremely difficult to handle depreciation 
on the books. At present, total deprecia- 
tion appears on the AEC operating state- 
ment as a single-line item and has not been 
run through the various cost accounts. 
Including depreciation in the cost accounts 
and then pulling out the charge for budget- 
ing purposes is too difficult. At the same 
time the costs of specific activities, opera- 
tions, or products cannot be considered 
completely accurate in their presentation 
until such time as depreciation is included. 

A similar problem is involved in han- 
dling obsolescence. A rapidly growing new 
industry discovers new processes which 
make much equipment and sometimes en- 
tire plants obsolete. Pending further clari- 
fication of this problem extraordinary 
losses of this type are being reported sepa- 
rately from depreciation in the operating 
statement. Current operations are absorb- 
ing routine losses on minor items that are 
disposed of. 

Many AEC operations involve an ex- 
pensive, long-term start-up procedure. At 
present, these start-up costs are being 
taken into current operations instead of 
being deferred. Probably deferring such 
costs would be preferable accounting treat- 
ment if the period of time for deferment 
could be determined. 

Construction cost controls for both 
building and equipment are difficult. An 
elaborate piece of equipment may be 
torn down and rebuilt several times before 
the scientists are satisfied with its opera- 
tion. Buildings used for AEC work are 
hot comparable with buildings used for 
other industrial work. Research work car- 
tied on in the large AEC laboratories 


Accounting Developments in the Atomic Energy Enterprise 35 


poses additional cost-control difficulties. 

A major difference between AEC ac- 
counting and modern industrial account- 
ing practice is in the handling of certain 
inventories. In the past, raw materials, 
work in process, and finished goods have 
been charged to operations currently in- 
stead of being carried as assets on the 
balance sheet. Up to the present time a 
quantity control, rather than a dollar 
control, has been maintained for these 
inventories. 

The Controller has recently received 
authority to install product cost account- 
ing. AEC is primarily interested in the 
cost of its finished products because of the 
dollar control that will be possible for raw 
materials and work-in-process inventories 
and the availability of a very necessary 
measuring-stick to test the efficiency of 
different contractors and different proc- 
esses. All types of cost systems will have 
to be used since the operations are varied. 
Process cost accounting applies to produc- 
tion of basic materials and will be used in 
some of the larger plants. Job-order cost 
accounting is applicable in many of the 
assembly processes. Standard cost may be 
used where possible. Many problems will 
have to be solved in installing product 
cost controls in an enterprise of the magni- 
tude of AEC. The handling of recoverable 
materials, scrap, by-products, and the 
joint use of facilities for research and 
production are among the few that might 
be mentioned. 

Accounting for AEC is complicated by 
the problems of security. Since accessi- 
bility to production data must be confined 
to very few people, such data cannot be 
spread through all the accounting records. 
Each person having access to restricted 
data of any kind must be investigated 
carefully, and any individual who needs 
access to production data is given particu- 
larly close scrutiny. Recruiting of account- 
ants is delayed by such security clearance 
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procedures. On the average, ninety days 
elapse between the time an accountant is 
approached relative to a position and the 
time a formal offer can be made. In addi- 
tion to the length of time required for 
clearance is the time required for becoming 
familiar with the intricacies of this almost 
unbelievably complicated new industry. 

In spite of these staffing difficulties, 
accountants interested in finding a really 
challenging field for their professional 
activities will do well to include the atomic 
energy enterprise in their survey. Here 
they will find a wide variety of activities 
such as mining, manufacturing, research 
and development, and municipal account- 
ing. In addition, the Atomic Energy Com- 
mission is in the forefront in one of the 
most important accounting developments 
of the present time—the integration of 
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modern industrial accounting and budget. 
ing with government accounting and 
budgeting. A report on the accounting 
support of the budget of the variow 
Government agencies, prepared by special 
survey teams at the request of the House 
appropriations Committee, contains the 
following comments on the AEC system: 


Except for agencies under the Government 
Corporation Control Act, the AEC was the first 
Federal agency to adopt both an industrial-type 
accounting system and the cost-based perform. 
ance budget for all of its operations. In view of the 
increasing interest in the use of industrial ac. 
counting principles for Government agencies, it 
should be pointed out that the Commission pos- 
sesses two of the essentials without which the full 
benefits of such a system cannot be realized; ap- 
preciation by management of the value of a good 
accounting system, and recognition of the need 
for an adequate accounting organization manned 
by qualified personnel. 
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ACCOUNTING PROBLEMS OF 


PRICE CONTROL* 


FRANK S. KAULBACK, JR. 
Associate Professor, University of Virginia 
Consultant, Office of Price Stabilization 


0 BE IN THIS LOVELY CITY, on this 
 invresive platform, before this dis- 

tinguished audience is a great pleas- 
ure, a great privilege and a great honor. 
Year after year I sat out there feeling that 
the speakers who appear on this platform 
really must be something. Finding myself 
up here, my feeling is still the same, but 
my thinking has undergone some changes 
regarding just what that something is. 

In this country there must be thousands 
of people who know more about price 
control than I do. Even more disconcerting 
is the fact that a great many of these 
people are here today. However, you may 
take heart in the fact that it won’t take 
me long to say all I know about price 
control. 

To some groups, price stabilization is a 
matter of profit or loss and perhaps of 
adjustment within one business or indus- 
try. To the Office of Price Stabilization 
the subject is exceedingly complex. We 
must consider not only costs, profits or 
losses of a single group, but also their 
relationship to other businesses and indus- 
tries, as well as to the nation as a whole. 

The invasion of Korea in June, 1950, 
confronted us with a tremendous problem. 
We had to start rebuilding our defenses 
to the point where no nation would dare 
attack us. But at the same time, we had 
to protect our economy against the pres- 
sures of inflation and the resulting higher 
costs of military preparedness. 

We all know that building our military 
defenses meant that some goods would have 


* This paper was presented at the annual meeting of 
the American Accounting Association, Denver, Colo- 
tado, September 6, 1951. 


to be diverted from normal civilian chan- 
nels. It also meant that more jobs and high- 
er pay would put added money into the 
hands of consumers. This situation, as 
you well know, is made to order for in- 
flation. 

Now when OPA started, there was for 
most goods a general balance between sup- 
ply and demand. There were sufficient 
unused production facilities to make sup- 
ply quite sensitive to changes in demand. 
OPA’s job, therefore, at first was merely 
to control the price of a few commodities 
whose demand was beginning to outrun 
supply because of defense requirements. 
Actually, this was not inflation control, 
but war cost control. The present emer- 
gency caught us at a time when there was 
very little slack in our economy to permit 
a self adjusting between supply and de- 
mand. The sudden expansion of defense 
buying had an immediate effect upon 
prices. 

Almost before any effect of the defense 
program could be felt, Americans feared 
the beginning of another World War. They 
remembered vividly the shortages of 
World War II. As a result, a buying spree 
developed. Prices of certain raw materials 
and food stuffs jumped nearly 50 per cent 
between June, 1950, and January, 1951. 
Wholesale prices went up nearly 15 per 
cent. While retail prices, naturally, lagged 
behind, they too showed an upward surge 
of eight per cent from June, 1950, to 
February of this year, when the general 
price freeze began to take effect. 

One out of every five dollars Congress 
appropriated for defense last year was 
gobbled up by rising prices. Paying the 
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taxes required for defense is painful 
enough, but watching a fifth of what we 
pay go down the drain in higher prices 
is not only painful, it’s frustrating. 

It was to prevent further loss of pur- 
chasing power that we turned to price 
control. 

Price controlling is but one of several 
means available to the government in 
restricting the expansion of inflation. Other 
means are wage controls, credit limita- 
tions, increased taxes, fostering of war 
bond purchases, etc. It is extremely doubt- 
ful that any one of these several means 
alone could accomplish anything toward 
containing the effects of the vast excess 
purchasing power in the nation’s markets. 
Various suggestions have been made that 
increased production or a pay-as-you-go 
taxation plan will prevent further inflation 
through pushing supply up to the demand 
level or through absorbing excess purchas- 
ing power. However, scarcity of materials 
arising from and coupled with defense 
demands makes production increases diffi- 
cult. Further, any attempts to impose 
over the short space of the usual war or 
emergency a tax sufficient to place the 
economy on a pay-as-you-go basis for 
that period would inevitably destroy the 
very incentive so necessary to a successful 
defense program. 

It is, in fact, freely admitted by those 
charged with the controlling of prices that 
such control is a stop gap, temporary 
expedient fraught with many evils. Yet, 
as an essential part of the over-all effort 
to prevent excessive price rises, such con- 
trol becomes for the moment a necessary 
evil. 

We faced the threat of runaway infla- 
tion when prices were frozen last January. 
And that action had the effect of curtailing 
further price advances. Wholesale prices 
and prices of raw commodities and food- 
stufis leveled off, and then began declining. 
By early August wholesale prices were 


two per cent below their level at the timeg 
the freeze, while prices of some raw com. 
modities and foodstuffs had dropped mor 
than 15 per cent. 

Retail price changes always lag behind 
such movements, but even here the effect 
of the freeze could be seen quickly. Where. 
as prices had risen more than one per cent 
a month from June, 1950, to January, 
1951, the rate of advance was slowed toa 
crawl after the freeze. Retail prices went 
up only nine-tenths of one per cent from 
February to May, and from mid-May tp 
mid-June they actually dropped one-tenth 
of one per cent. 

Some say that this leveling off would 
have come about anyway. Perhaps, but 
surely not as rapidly as actually occurred, 
and likewise not as certainly. Judging 
from the number of applications for price 
increases now before OPS there is every 
reason to believe that prices would hk 
substantially higher without price control 
And, of course, there is nothing in the na- 
ture of the regulations to prevent pric 
declines. After all OPS imposes price 
ceilings; it has no objection to, nor interest 
in, prices below ceilings. 

Actually there will be some rise in prices 
and wages even with effective government 
controls for the reason that some thing 
are not controlled and further becaus 
many agricultural products have noe 
reached parity, but reflect for a moment 
upon the record of OPA. During thre 
years of war the cost of living went 
only 4.3%. That’s less than one and one 
half per cent a year. Pause also to reflect 
upon what happened when OPA controls 
were removed. 

Where does accounting fit into all this? 
The extent of accounting’s participation 
is determined by the nature of the regula- 
tion. Available as methods in establishing 
price ceilings are three means: First, the 
freeze technique, whereunder maximum 
prices are established as of a given date of 
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given short period. The OPS regulation 
embodying this principle is the General 
Ceiling Price Regulation. This obviously 
is an emergency method designed to fore- 
stall price advances while a more scientifi- 
cally developed ceiling system can be de- 
vised. This technique, of course, often 
permits a great variety of prices for similar 
articles. Also, this approach contains the 
possibility of widespread inequities. Any 
particular date in any year, decade or 
century is bound to find some industries 
seasonally, cyclically or otherwise de- 
pressed, other industries engaging in price 
wars, and still more in some other kind of 
non-typical state. For these reasons the 
freeze technique, though used, is normally 
altered for most producers within a short 
space to time. 

Treating for a moment the accounting 
work in connection with such a ceiling- 
price regulation, it imposes almost no 
burden upon OPS accountants. Normally, 
no accounting surveys precede the issuance 
of the regulation, and the only real OPS 
accounting work growing out of such a 
regulation comes from requests for prices 
of new products. Here, of course, material 
and labor costs, burden rates, and selling 
and administrative data must be provided 
and analyzed for ceiling determinations. 
In passing it might be said that while the 
OPS accountant has a relatively light 
job with the freeze device, the industrial 
accountant has the onerous burden of 
ransacking the company’s records for price 
data as of the date of the freeze. 

The second method in establishing ceil- 
ings is the formula. It is somewhat diffi- 
cult to generalize in the description of the 
formula technique because of the wide 
varieties of forms these formulae may take. 
Some merely require the application of 
percentage adjustments to certain basic 
Price lists. Others, more complex, specify 
acceptable material and handling charges, 
labor costs, how and to what extent fac- 
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tory burden is applied, the manner of 
distribution of non-factory costs, etc. In 
the preparation of a formula regulation, 
care must be taken to see that the formula 
fits the industry. Accordingly, cost studies 
are usually made to determine how the 
industry prices, the cost records it keeps, 
and the best fitting formula. Thus, the 
formula type regulation has a strong ac- 
counting flavor expressed in terms of costs 
and margins. It means considerable work 
to both OPS accountants and to the in- 
dustry accountant. It is applicable basi- 
cally in only the following instances: 


(a) new products, or 

(b) custom made products, or 

(c) products not made or sold in the 
base period, or 

(d) where for some reason the freeze or 
dollars and cents method is inappli- 
cable. 


The third means of establishing ceiling 
prices is the so-called “dollars and cents” 
ceiling. These ceilings in the manufactur- 
ing field are, as a rule, issued subsequent 
to a rather exacting industry wide account- 
ing survey. The purpose of the survey, 
obviously, is to insure that the prices set 
are equitable. That is, that the bulk of 
the industry can live with them. Once the 
ceiling prices are set, there are very few 
additional accounting problems. However, 
in the establishing of dollars and cents 
ceiling, there are always the marginal firms 
who must be given some special treatment 
to permit them to survive. The economists 
at this point often unlimber the govern- 
ment subsidy argument. This argument is 
that through the use of a subsidy the cost 
to the government would be less than by 
granting a price increase. This they say is 
so because of the cumulative or pyramiding 
effect of a price increase at the manufactur- 
ing level. Also, sometimes where a dollars 
and cents ceiling is in effect, marginal 
concerns might require relief, but, if 
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granted a price increase, they might be 
unable to raise their prices and still com- 
pete. These arguments are cogent and were 
compelling in OPA days. In fact a large 
part of the copper industry was subsidized 
in 1945 and 46. Likewise subsidies were 
widely used in the paper industry. So far 
no subsidies have been granted pursuant 
to OPS actions. It might be said that, as a 
rule, even though subsidies were used by 
OPA, the usual relief granted the high 
cost producer was a simple price increase. 

In summary, the dollars and cents ceil- 
ings are much to be preferred. They are 
the easiest of administration and also of 
enforcement. Unfortunately, they are not 
always applicable. Next, in order of pref- 
erence, would probably come the freeze 
type ceiling, and finally, the least desirable 
on the whole would be the formula type. 
The last is difficult both to administer and 
to enforce. 

The foregoing has outlined the several 
methods of arriving at price ceilings as 
being relatively separate and individual. 
Actually, many regulations contain combi- 
nations of these methods. Thus, in per- 
haps the best known regulation, Ceiling 
Price Regulation 22, governing many 
manufacturers there is a base period dur- 
ing which highest prices are established as 
a basis for any allowable adjustment. This 
is the freeze technique. Yet starting with 
these basic prices many adjustments are 
permitted in formula fashion. At present 
we have but a few dollars and cents regu- 
lations in effect, and these grew out of 
freeze and formula type regulations. 
However, surveys are under way and con- 
templated for the establishment of many 
more such ceilings. As indicated above 
these regulations require considerable time 
and work to formulate. 

The regulations thus far issued show the 
following pattern. There was first the 
General Ceiling Price Regulation, which, 
you will recall, employing the freeze tech- 


nique, set the period December 19, 1950 
to January 25, 1951 as the freeze period, 
Thereafter came many regulations of 
freeze and formula types designed for 
broad segments of the economy in order 
to alleviate any inequities imposed by the 
general freeze. Thus, we had retail regula- 
tions, wholesale regulations, manufactur- 
ing regulations, etc. Next, we have had a 
further breakdown of the broad regulations 
into what are referred to as “tailor-made” 
regulations for specific industries or parts 
thereof. As indicated elsewhere additional 
regulations designed to fit smaller seg- 
ments of industry are in the making. 

In all these regulations accounting is 
playing an increasingly heavy part. So far 
as it is possible every effort is made to 
design regulations to fit the accounting 
systems actually in effect. On the other 
hand, no regulation as general as most of 
those so far issued can possibly fit all the 
existing accounting systems, and at the 
same time supply the data required for 
price control. Thus, under CPR 22, the 
regulation requires the company to select 
a base period within a short range of time 
prior to the Korean outbreak on June 23, 
1950. The company’s highest price during 
that period becomes his base price. To 
this base price he may add certain in- 
creases he sustained in costs from that base 
until the general freeze was announced at 
the end of 1950. In arriving at the price 
increase he is entitled to because of, say, 
labor increases, the factory payroll is 
expressed as a percentage of net sales. 
When the percentage increase in labor is 
multiplied by the percentage that labor is 
of net sales, the resulting figure is the 
percentage by which prices may be in- 
creased by reason of labor increases. We 
were almost immediately told that indus- 
try doesn’t price that way. This didn't 
come as a particular surprize. We knew 
they didn’t price that way, but to be work- 
able the regulation had to present some 
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method, related to sales because any ad- 
justment had to be made to the selling 
price, which most companies could find 
usable from the standpoint of available 
data, and which method came up with a 
specific answer. Incidentally, in the prepa- 
ration of Regulation 22, twenty-five in- 
dustry comptollers were invited to a 
meeting in Washington to discuss avail- 
ability of specific accounting data. They 
were asked whether it would be possible 
to separate direct labor from indirect, or 
direct material from indirect. The text 
books would indicate that this is rather 
basic. Yet these comptrollers said that 
they could not easily make that distinction 
in their companies. And these weren’t 
corner drug stores or filling stations: good 
sized companies were represented. Finally, 
however, some measure of agreement, 
though not unanimity, was reached that 
if all costs were laid out on a table they 
could separate the material costs from the 
labor, and in turn the direct from the in- 
direct. But it would be a lot of work. No, 
OPS does not attempt to establish pricing 
methods. All that is done is that a price 
ceiling is set. The company can use any 
pricing method that suits it, but it cannot 
exceed the ceiling. 

So far the accounting problems facing 
OPS have been largely confined to verifica- 
tion of data filed pursuant to the various 
regulations, survey work as background 
for specific regulations, some hardship 
adjustments, new product pricing, and 
general advisory work around the Agency. 
We anticipate that there will be a growing 
demand for accounting work in so-called 
hardship cases. 

In all this work certain procedural 
policies had to be developed which would 
foster consistency within the Agency, and 
at the same time promote the principles of 
price control. Some of these might be of 
interest to you as technical problems, 
and also as symbols of governmental in- 


consistency. This last is mentioned be- 
cause in several instances we disallow 
costs or expenses which the Bureau of 
Internal Revenue accepts. Of course, the 
purposes of the two agencies are entirely 
different, and a lack of consistency might 
be expected. Yet, wherever a discrepancy 
appears we are certain to have this exam- 
ple of bureaucratic lack of uniformity 
called to our attention. Often with the 
query “Why don’t you make up your 
mind?” 

Starting with some of the rougher policy 
problems first we might look at overhead. 
The problems within this category may be 
subdivided into (a) allowable expenses, (b) 
relationship of unit cost to volume, and 
(c) overhead and the so-called ‘“Capehart 
Amendment.” Under allowed costs we 
have, for example, the question of reserves. 
To the extent that the reserve deals with 
the management of income and the preser- 
vation of working capital, however worthy 
these purposes, the charge is considered a 
segregation of surplus and is, accordingly, 
denied as an element of cost. Reserves 
representing absorption of cost are, of 
course, allowed to the extent deemed 
reasonable including such things as in- 
creased depreciation resulting from ex- 
panded use of facilities. However, the 
accelerated depreciation of war facilities 
accepted for tax purposes is usually denied 
under price control. Another problem is 
that of depletion where applicable. Though 
percentage depletion is allowed for tax 
purposes, it seems to have no reasonable 
connection with price, and hence, is usually 
disallowed. Allowable depletion charges 
must be based upon cost. On the theory 
that long term debt is merely one form of 
capitalization, interest on such debt is 
usually a denied cost. In fact so-called 
non-operating costs generally are not ac- 
cepted. Other costs which may well be 
disallowed would be unexplained but sud- 
den and substantial increases in salaries, 
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advertising and such expenses, portions 
of purchase price in excess of ceiling, etc. 
The above are described as problems even 
though it may sound as though the items 
are categorically allowed or disallowed, 
because each such cost must be considered 
in the light of the individual hardship 
application. Circumstances can conceiv- 
ably justify the acceptance of usually 
denied costs. 

The second type of accounting overhead 
problem indicated above is that of the 
relationship of unit cost to volume. This 
problem has many facets, but one or two 
examples will illustrate the point. When 
companies whose volume has greatly in- 
creased come in on a hardship request 
using the same old burden rates as they 
did when volume was low the accountant 
must at least approach the projected costs 
with some skepticism. Again, the effect 
of overtime upon unit cost is a question of 
neat determination. Often we look for 
some increase in unit cost as the result of 
overtime work but how much is reason- 
able. Here the accountant’s judgment, as 
well as his technical competence, is of 
paramount importance. 

The third class of problems, by no means 
unrelated to the other two, has been 
created by the change in subsection (d) 
of Section 402 of the Defense Production 
Act of 1950. This change referred to as 
the Capehart Amendment and just as 
often referred to in more unprintable 
language, reads as follows: “After the en- 
actment of this paragraph no ceiling price 
on any material (other than an agricultural 
commodity) or on any service shall become 
effective which is below the lower of (A) 
the price prevailing just before the date 
of issuance of the regulation or order estab- 
lishing such ceiling price, or (B) the price 
prevailing during the period January 25, 
1951 to February 24, 1951 inclusive. Noth- 
ing in this paragraph shall prohibit the 
establishment or maintenance of a ceiling 


price with respect to any material (other 
than an agricultural commodity) or service 
which (1) is based upon the highest price 
between January 1, 1950, and June 24, 
1950, inclusive, if such ceiling price 
reflects adjustments for increases or de- 
creases in costs occuring subsequent to the 
date on which such highest price was 
received and prior to July 26, 1951 or 
(2) is established under a regulation issued 
prior to the enactment of this paragraph. 
Upon application and a proper showing of 
his prices and costs by any person subject 
to a ceiling price, the President shall ad- 
just such ceiling price in the manner pre- 
scribed in clause (1) of the preceding sen- 
tence. For the purposes of this paragraph 
the term ‘costs’ includes material, indirect 
and direct labor, factory, selling, advertis- 
ing, office, and all other production, distribu- 
tion, transportation, and administration 
costs, except such as the President may 
determine to be unreasonable and excessive.” 
I have tried in the reading to emphasize 
those elements of this amendment which 
are provocative of accounting problems. 
First, one and all may apply to OPS for 
price increases to absorb any cost in- 
creases incurred up through July 25, 1951. 
In addition to applying, the applicant 
must make a “proper showing of his 
prices and costs.” Such proper showing is 
entirely an accounting determination, and, 
assuming the number of companies that 
could apply for price adjustment under 
this amendment, several thousand ac- 
countants could be kept busy for a sub- 
stantial length of time, making such deter- 
minations. Another interesting aspect of 
the amendment is that the term “costs” is 
defined as including just about every- 
thing. Heretofore, price ceiling regulations 
had permitted adjustments from a base 
period for material and labor, but not for 
factory burden or selling and administra- 
tive cost increases. Now, these various 
indirect cost changes had to be considered 
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in adjusting ceilings. But how? Obviously 
one easy way would be to allow any in- 
creases in such costs less any decreases to 
the net extent of the changes. But these 
allowances would hardly satisfy the word- 
ing of the amendment which provided for 
consideration of all costs “except such as 
the President may determine to be unreason- 
able and excessive.’ Mere increase in 
amount and inclusion in the records does 
not determine reasonableness. It would 
seem that reasonableness would involve 
a comparison between the allowable dollar 
increases in indirect costs and the volume 
of operation. The problem then arises as 
to what information the company should 
submit in order for the accountant to 
determine whether the application is 
reasonable. 

To make this determination of reasona- 
bleness and at the same time demonstrate 
what the amendment calls a proper show- 
ing of costs would require the submission 
of a considerable amount of detailed in- 
formation. There would have to be base 
period and subsequent annual and quar- 
terly income statements and annual bal- 
ance sheets. Cost data in detail (per unit) 
would be required for each product for 
which a price adjustment was requested. 
Unfortunately, the majority of companies 
simply do not have cost data in sufficient 
detail to meet these requirements. On the 
other hand, if such detailed cost data were 
generally available, the amount of work 
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that would descend upon the OPS Ac- 
counting Office would literally bury it. 
The answer seems to be one of compromise 
whereunder sufficient detailed cost data is 
required to provide a basis for reasonable 
determination yet not so detailed as to 
discourage all such relief applications. 
Another answer which has recently been 
proposed by the President is just to repeal 
the “Capehart Amendment.” 

Finally, just a word about non-overhead 
accounting policy problems. Here, of 
course, we immediately meet our old friend 
inventory. How to formulate dollars and 
cents ceilings which will be equitable to 
both the Lifo and the Fifo user. Of course, 
given a sufficient period of time the prob- 
lem is not significant, but often the time 
period is not long enough to wash out 
differences. At present there is no ready 
answer. Sales discounts cause some de- 
bate. Are they non-operating expenses or 
are they deductions from sales? 

The foregoing description has sought in 
a general way to point out some of the 
problems that the accountant meets in 
price control. He is faced daily with the 
task of applying to accounting conditions 
he meets, his own good judgment of the 
best solution for price control. Of course, 
at the same time he is often pressed by the 
personal interests of the applicant. Thus, 
while holding off the applicant with one 
hand he must make his disinterested com- 
putations with the other. 
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EXCESS PROFITS TAX* 


B. PAvuL 
Internal Revenue Agent in Charge, Denver, Colorado 


memory of man runneth not to the 

contrary, the taxgatherer has been an 
unpopular individual in his day and 
generation. Even in Biblical times the 
publican—who was the taxgatherer—was 
held in great disrepute. The Master in tell- 
ing His parables always selected the un- 
expected person to show the quality He 
was demonstrating. When He wanted to 
illustrate the quality of mercy He selected 
the Samaritan, a member of an alien tribe. 
When He wanted to illustrate the quality 
of humility He selected the publican, ap- 
parently because the publican was not 
known as an humble person. Down 
through the ages this same dislike for the 
taxgatherer has continued. I am informed 
that in many of the old Asiatic cities the 
streets are maze-like and the numbering 
is confused so that the taxgatherer’s work 
will be more difficult. When the alcohol 
tax was one of the principal sources of 
revenue for the Federal Government, the 
lack of standing of a revenue agent in the 
Kentucky hills was well known. Even to- 
day many taxpayers make me feel like 
Kipling’s ““Undertaker’s Horse”. And just 
recently, after I had had a long talk with 
a representative of the press, expounding 
on the excellent work the Bureau is doing 
in taxgathering, he stated: “I’m afraid 
you will never make tax collecting popu- 
lar!” With the American taxpayer strug- 
gling under the heaviest burden of taxa- 
tion ever imposed on our citizenry, there 
is no reason why the present generation of 
taxpayers should “love that man”. 
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* This paper was presented at the annual meeting of 
the American Accounting Association, Denver, Colo- 
rado, September 6, 1951. 


The present generation of taxpayers not 
only have practically all the forms of taxa- 
tion known to the ancients but have to 
deal with new and spectacular taxes de- 
signed to produce the revenue necessary 
to carry on the greatest activities ever 
undertaken by any government. War and 
defense expenditures have required the 
imposition of taxes of dramatic propor- 
tions. The most important of these war 
developed taxes has been the Excess 
Profits Tax. This tax was used during the 
First World War and existed from 1917 to 
1920. When peace returned to the country 
it was promptly repealed as an unneces- 
sary peace time tax and remained off the 
statute books until the imminence of war 
in 1940 brought it back. It remained a 
part of the Internal Revenue Code 
throughout the years 1940 to 1945. When 
peace again returned to the nation it was 
promptly repealed. With the advent of 
Korea and rearmament in a world fraught 
with fear of aggression, costly defense 
needs have brought this form of taxation 
back into the Internal Revenue Code. It 
is presently effective for approximately 
four years beginning July 1, 1950. How- 
ever, so long as the present emergency 
exists the Excess Profits tax undoubtedly 
will remain a part of the Internal Revenue 
Code. 

The intention of Congress in passing the 
excess profits tax law can be gleaned from 
its Committee Reports. The Committee 
on Ways and Means of the House stated 
on December 2, 1950: 

“One of the main objectives in imposing an 
excess profits tax is to reach corporate profits 
which have been swollen by the increased tempo 


of the economy. An excess profits tax selects for 
additional tax those corporations whose profits 
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are higher than they probably would have been 
in the absence of hostilities and a large military 
budget.” 


The senate Finance Committee in its 
report of December 20, 1950, stated: 

“One of the main advantages of an excess 
profits tax in periods of large military expansion 
is that it selects for additional tax those corpora- 
tions whose profits are higher than they probably 
would have been in the absence of hostilities and 
alarge military budget.” 


The Senate Committee also stated: 


“Your committee believes that an excess 
profits tax enacted at this time should be so 
framed as not to interfere unduly with the normal 
expansion of the industrial capacity of the 
Nation.” 


The intention of the Congress, then, is 
that the tax should apply only on that 
part of corporate income which has been 
swollen by the increased tempo of the 
economy. This intent is demonstrated 
throughout the entire structure of the 
code provisions. 

Congress, apparently striving to avoid 
the litigation which had prevailed over 
the interpretation of the prior law, spelled 
out the imposition of the tax in almost 
complete detail. The administrative au- 
thority will have a minimum of responsi- 
bility for interpretation. This has very 
definite advantages from the point of view 
of the Bureau of Internal Revenue be- 
cause it has fewer issues for litigation and 
should make for smoother administration. 
The Code provisions have a much more 
complex framework because of the addi- 
tion of the explanatory detail. It follows 
that the regulations issued by the Treasury 
have fewer original interpretations than 
under the excess profits tax regulations 
issued under the provisions of the excess 
profits tax law as it was in effect during 
World War II. The regulations are 
roughly ninety pages shorter than the 
prior regulations. 

The important principle of the excess 


profits tax is the exemption from excess 
profits taxation of the earning capacity 
of the corporation prior to the advent of 
the national emergency. It does not at- 
tempt to tax any profit, abnormal though 
it may be, so long as the profit is not due 
to the expanded economy as a result of 
the national defense effort and the 
Korean action. This approach is a far 
cry from the first excess profits tax act 
which was effective for the year 1917. At 
that time the tax applied to all profits 
over and above an assumed normal rate 
of earnings on capital during a base 
period (1911-1913). The “deduction” was 
not less than 7% nor greater than 9%. 
The effect of that act was to tax so-called 
excess profits regardless of the cause of 
the excess earning. The present excess 
profits tax provisions tax only those profits 
which may be said to be attributable to 
the expanded economy. Congress appreci- 
ated that excess profits will be earned 
throughout the entire economy and did 
not limit the application of the law to 
corporations directly benefiting from the 
emergency. Actually there will be more 
corporations which will reap indirect ex- 
cess profits than there will be corpora- 
tions which reap direct excess profits. 
The manufacturer of such commodities 
as women’s ready-to-wear clothing is 
made subject to the tax just as much as 
the manufacturer of munitions is subject 
to the tax. The tax is imposed upon the 
entire economy or any part of that 
economy which indicates that an excess 
profit has been realized, due to the impact 
of the national emergency. Generally, 
such excess profits may be reflected in 
greater volume or wider margin of profit, 
due to the military demand being injected 
into an already full economy. 

In many industries corporate earnings 
during the base period (1946-1949) used 
in the present excess profits tax code sec- 
tions represent the highest earnings in the 
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history of the respective corporations. 
Some of such profits may have been ab- 
normally large due to a pent-up demand 
for civilian goods and war savings being 
available to stimulate the market. Never- 
theless, profits to the extent of such earn- 
ings (limited, of course, to 85% thereof) 
are free from excess profits taxation. Cor- 
porations which may not have been bene- 
ficiaries of exceptional post-war profits 
during the years 1946-1949 are granted a 
credit of 12% (corporations with invested 
capital of $5 million or less) on equity 
capital with a liberal allowance for bor- 
rowed capital. This allowance is made 
regardless of the normal earning capacity 
of the corporation. The credit is geared to 
a maximum earning capacity. Since a def- 
icit corporation—that is, a corporation 
which may have dissipated part or all of 
its paid in capital as a result of operating 
deficits—would thus receive a reduced 
credit, special provisions are made to 
minimize the impairment of its credit and 
thus avoid a hardship which might other- 
wise be imposed. Thus marginal corpora- 
tions are protected against confiscation of 
profits which might occur under other 
conditions. 

This very liberal concept of income 
which may be designated as peace time 
earnings, is related to a normal tax which 
is higher than that which was in effect 
during World War II. The excess profits 
tax rate is much smaller and has a lower 
over-all total tax limitation than the prior 
law. This effectively places a higher ordi- 
nary tax burden on peace time earnings. 

The invested capital credit acts as a 
floor below which the excess profits tax 
will not operate and the 62% limitation of 
the total income and excess profits tax 
acts as a ceiling beyond which the tax may 
not rise. A further floor which protects 
small corporations exists in the $25,000. 
minimum credit. 

Some of the interesting changes from 


World War II excess profits taxation are 
presented in the relief provisions. Several 
relief computations exist under the income 
credit method. In the first instance the 
credit is computed by selecting the best 
three out of the four base period years. Or 
in growth cases the income of the last year 
of the base period may be used; or, one- 
half of the income of the last two years of 
the base period; or, the period July 1, 1949 
to June 30, 1950; or, under special cir- 
cumstances the last 6 months of 1948 and 
the first 6 months of 1950. The tests for 
growth are specifically written into the 
Code. The growth formulas relieve those 
corporations which were experiencing a 
period of general expansion, or which were 
growing rapidly because of the introduc- 
tion of popular new products. Emphasis 
is placed on the earning capacity of the 
corporation during the latter part of the 
base period, and the law presumably pro- 
poses to establish the earning power of 
the corporation immediately prior to the 
time when the national emergency oc- 
curred. So long as the growth tests of the 
Code are met, it is immaterial whether or 
not the corporation may be expected to 
have recurring profits of the same size or 
character. The new product may have but 
a short life on a competitive market, 
nevertheless the credit based on the ac- 
complishment of the latter part of the 
base period becomes the credit allowable 
throughout the duration of the excess 
profits tax even though such profits may 
be expected to dwindle with the passage 
of time. 

All of this indicates the manifest inten- 
tion of Congress to grant freedom from 
excess profits taxation to those profits 
which are due to the free enterprise initia- 
tive of the corporation. Such corporations 
which are aggressive may normally be 
expected to add other products to replace 
those which may become obsolete. As the 
Senate Committee stated, the tax should 
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be “‘so framed as not to interfere unduly 
with the normal expansion of the indus- 
trial capacity of the Nation”. The Excess 
Profits Tax Act of 1950 accomplishes that 
purpose, As previously stated, it also mini- 
mizes administrative interpretations. With 
the Code replete with extensive formulas, 
the Regulations are concerned largely 
with clarification of the parts of the Code 
which require demonstration. 

With such complete relief provisions 
provided for in the computation of base 
period net income, it would be reasonable 
to suppose that the income credit would 
possess sufficient flexibility to cover al- 
most any situation which might arise. Ex- 
perience with the prior law, however, 
indicated the need for provisions provid- 
ing general relief in specific situations. 
Secretary Snyder informed the Ways and 
Means Committee that 54,000 claims for 
relief were filed under World War II relief 
provisions although the highest number of 
corporations liable for an excess profits 
tax in any year was 68,000 in 1943. The 
administration of relief from excess profits 
taxes has always been a difficult problem 
which has had many unsatisfactory facets. 
The relief provisions of the revenue act of 
1918 (sections 327-328) were based upon 
a finding by the Commissioner of abnor- 
mal conditions affecting the capital or 
income of the corporate taxpayer which 
would indicate exceptional hardship evi- 
denced by gross disproportion between 
the tax of the corporation and the tax of 
representative corporations. The finding 
of true comparative corporations to be 
used in the measure of relief was a 
principal problem. Congress rejected that 
method under World War II and adopted 
a new concept. The taxpayer entitled to 
relief should be granted normal earnings 
under the new and changed conditions or 
without the temporary depression or with- 
out the adverse cyclical conditions which 
were the specific situations provided for. 
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Experience showed that the administra- 
tion of these relief provisions was expen- 
sive and time consuming. Realizing the 
need for relief provisions and yet aware 
that prior relief provisions were unwieldy, 
Congress decided to further expand the 
income credit by providing almost self- 
administering relief provisions. 

This expansion resulted in five new 
sections of the law, which have much in 
common with relief granted in the prior 
law with respect to the type of circum- 
stance they were intended to relieve. The 
major difference, however, lies in the fact 
that in the new sections administrative 
determination is required only in qualify- 
ing for benefits. After qualification has 
been established, the amount of relief to 
be granted is expressly provided. This is 
one of the greatest experiments in the 
new excess profits tax law. The manner in 
which these new provisions operate in the 
solution of the relief problem will be of 
enormous interest. In effect, the relief pro- 
visions have a flavor of both World War I 
and World War II relief provisions. The 
relief granted under World War I was 
based on the average of comparative cor- 
porations selected from the taxpayer’s in- 
dustry. In the present act the relief 
granted is the average rate of return of the 
taxpayer’s industry—using the entire in- 
dustry rather than a selected few. The 
qualifying factors used in World War II 
law are almost identical with the present 
code provisions. 

These five relief provisions cover new 
corporations, those which have a change 
in products or services, those which have 
increased their capacity for production or 
operation, and those corporations which 
have either abnormalities in their base 
period operations or may be members of 
depressed industry sub-groups whose base 
period earnings were lower than a long 
term average. In all of these cases a sub- 
stitute base period net income is provided. 
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There is left for administrative determina- 
tion in each case the qualification of the 
corporation. The requirements for qualifi- 
cation are explicitly set forth in the Code 
and all that remains is to establish the 
facts set forth in the respective sections of 
the Code. The substitute average base 
period net income is to be determined, in 
part, from the industry rates of return for 
the industry classification to which the 
taxpayer belongs. A taxpayer is a member 
of an industry sub-group if more than 
fifty per centum of the taxpayer’s gross 
receipts is attributable to such industry 
sub-group. 

In the case of a taxpayer which is a 
member of a depressed industry sub-group, 
the credit allowable will be based on four- 
fifths of the rate of return for such industry 
sub-group for the 11-year period 1938 
through 1948. It is interesting to note 
that an industry sub-group will not be 
deemed to be depressed unless its rate of 
return for the period 1946 through 1948 is 
less than 63 per centum of its rate of re- 
turn for the period 1938 through 1948. 

In these relief provisions the responsi- 
bility rests upon the Secretary to deter- 
mine and proclaim for each industry clas- 
sification a rate of return for each of the 
four years 1946 through 1949. No appeal 
exists from this determination. The in- 
dustry classification is set forth in the 
Code. The base period rate of return is 
computed without deduction for interest 
and the interest applicable to the corporate 
taxpayer is used instead. Where substi- 
tute net income is created for the entire 
base period the Code does not permit of 
the elimination of the lowest year rate of 
return for the industry, so the taxpayer 
applying for relief does not receive this 
benefit which the ordinary taxpayer has. 

A further innovation is presented in the 
provision in the Code for the special treat- 
ment of public utility corporations whose 
rates of return are regulated by some 


governmental body. Due to this regula- 
tion, such utilities might find themselves 
paying an excess’ profits tax on earnings 
which have been restricted to an amount 
considered normal by another govern- 
mental agency. This conflict would have 
been likely in many cases because the 
earnings of such corporations during the 
base period may have been held down to 
low levels, since regulated rates are slow 
to reflect the pattern of increased earnings 
of corporations in general. The effect of 
the special treatment of public utility 
corporations is to classify as excessive 
earnings, subject to the excess profits tax, 
only the amount in excess of a normal re- 
turn on capital computed after normal 
tax and surtax. 

My purpose is to review the broad as- 
pect of excess profits taxation as indicated 
by the drafting of the Code sections by 
Congress and to review the viewpoints 
which Congress expressed in the very com- 
plete sections which have been added to 
the Code. No attempt is proposed herein 
to discuss the technical and detailed com- 
putations which are necessary before a 
determination of liability can be made. 
Each formula in the various sections is 
entitled to a discussion far in excess of the 
time devoted to this paper. Examination 
of the sections indicates the clear policy 
of Congress to limit the application of the 
excess profits tax to corporate profits 
which have been swollen by the increased 
tempo of the economy due to hostilities 
and the large military budget. The very 
carefully selected words indicates that 
Congress does not desire to interfere un- 
duly with the normal expansion of the 
industrial capacity of the Nation and has 
designed the excess profits tax to that end. 

Since it is likely that Congress will con- 
sider revision of the excess profits tax if 
the national emergency continues, it is 
important that Congress be made aware 
of any defects revealed by the operation 
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of the present Code provisions. These de- 
fects may be revealed in the impact of the 
tax in a given case where the taxpayer ap- 
parently is badly treated. Such situations 
should be called to the attention of Con- 
gress and the taxpayer which is adversely 


affected should present its case for con- 
sideration. Likewise, loopholes which may 
be used for the benefit of the few and to 
the detriment of the many should also be 
called to the attention of Congress for 
remedial legislation. 
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ACCOUNTING CONCEPTS AND 
NATIONAL INCOME* 


E. L. KoHLER 
Consulting Accountant, Chicago 


HIS PAPER MAY BE REGARDED as an 
informal interim report by the chair- 
man of the Association’s Committee 
on Social Accounting, or, as some 
prefer to call it, National-Income Account- 
ing or National Economic Accounting. 
During its first year the Committee has 
nor been able to reach a wholly united 
opinion on what its name or its program 
should be, but it did welcome as one the 
action by the Executive Committee that 
it be established as a permanent commit- 
tee. Whatever its future field of interest, 
the Committee has been convinced that, 
to start with, a period of self-education 
was essential to a rational consideration of 
the problems that have beset economists 
and others who have lately specialized in 
this field. 

It will be recalled that three years ago, 
at Memphis, one afternoon was devoted 
to several papers on the subject of national 
income.’ The interest there displayed con- 
vinced a number of us that accountants 
might profitably acquaint themselves with 
national-income concepts, since so large a 
dependence had developed on figures pro- 
duced in the accounting process. It was 
thought that a study of this employment 
of accounting data might well lead to sug- 
gestions for a more accurate application, 
and perhaps also to some reconsideration 
of the significance of the data as they are 
being at present turned out. It is one of 
the inevitable accompaniments of the 


* This paper was presented at the annual meeting of 
the American Accounting Association, Denver, Colo- 
rado, Sept. 6, 1951. 

1See the papers by W. W. Cooper, Irwin Friend, 
Everett Hagen and Morris Copeland, Tae ACCOUNTING 
REVIEW, July, 1949, 


rapid growth of accounting that neither 
teachers nor practitioners have had the 
leisure to examine critically the uses to 
which the products of their art have been 
devoted. As in the field of statistics, the 
output has been patterned from standards 
that have been confined to primary virtues 
of accuracy, clarity, and comparability. 
Fascinating techniques suggesting them- 
selves in the course of evolving national- 
income components and data-building 
processes generally, together with deep 
concern over inescapable imperfections 
in both available material and existing 
methods of compilation, have served ef- 
fectually to preoccupy researchers and 
block consideration of the interpretations 
put by others on their final product. For- 
tunately, the production of national- 
income figures has not been regarded by 
anyone as an end in itself although the 
literature has at times suggested exacting 
resolutions of difficult problems without 
attempting to weigh the practical con- 
sequences, if any, of continued imperfec- 
tions. 

What I propose to do in the time al- 
lotted me here is to appraise briefly and 
illustrate in accounting terms what has 
been accomplished in this country to date 
in the development of national-income 
data and to give you some idea of the 
problems with which the Association’s 
Committee is likely to concern itself dur- 
ing the next several years. 

Numerous basic definitions have been 
suggested for national income, or its 
closely related companions “gross national 
product” or “national output,’ among 
them the following: 
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Accounting Concepts and National Income 


_,. the net product of the economic activity of in- 
dividuals, firms, and institutions that comprise a 
nation: ... the sum of commodities and services 
produced ... minus the amounts consumed in 
the production process.* 

_,. the total market value that has been created 
by the productive activity of the economy over 
the period of a year.* 

... the amount of commodities and services pro- 
duced during a period of time for the residents of 
a country... only final products are included 
[except that] an intermediate product [such as 
steel] not incorporated in an automobile or any- 
thing else... must be counted as part of the 
final product otherwise the national income for 
that year will not include the steel at all.‘ 

... the market value of the output of goods and 
services produced by the nation’s economy (labor 
and property supplied by residents of the nation) 
before deduction of depreciation charges and 
other allowances for business and institutional 
consumption of durable capital goods... [it] 
comprises the purchases of goods and services by 
consumers and government, gross private do- 
mestic investment, and net foreign investment.® 
... the total value at factor cost of goods and 
services produced in a period which are available 
either for consumption or for additions to wealth.® 
... the net value of all goods and services pro- 
duced in the country during a year, including net 
income from abroad; by net value is meant that 
the goods and services bought from other indus- 
tries and the capital equipment consumed in the 
process of production have to be deducted; [or] 
the sum total of all payments to factors of produc- 
tion, including profits of entrepreneurs.’ 


Notwithstanding the disparity, even con- 
flict of language contained in these defini- 
tions, they reflect a common concept: an 
attempt to express for a given country a 
year’s purchases and production of con- 


2S. Kuznets, ‘National Income,” Encyclopaedia 
Britannica, vol. 16, (c. 1946), p. 143H. 

* Richard Ruggles, National Income & Income 
Analysis (1949), p. 45. 

*Carl S. Shoup, Principles of National Income 
Analysis (1947), pp. 1-2. 

5 National Income Supplement to Survey of Current 
Business, July, 1947, p. 8. 

* Richard Stone, “‘Definition and Measurement of the 
National Income and Related Totals,” in Measurement 
of National Income and the Construction of Social Ac- 
counts (1947), Studies and Reports on Statistical Meth- 
ods, No. 7, a United Nations publication. 

7J. B. D. Derksen, A System of National Bookkeep- 
ing, Cambridge University Press (1946), p. 20. 
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sumer and capital goods. Consumer goods 
are limited to those acquired by natural 
persons and by government; purchases of 
goods by business enterprise, aside from 
capital goods, are looked upon asa contribu- 
tion to the production process and excluded. 
The labor of compilation in this country 
has by law and common consent rested on 
the National Income Division of the De- 
partment of Commerce, its first report on 
national income having been issued 17 
years ago. Its sources of information aside 
from original data it has itself collected 
have been data assembled by other gov- 
ernment agencies such as the Treasury’s 
summaries of income-tax returns®, and by 
private agencies such as Dun & Brad- 
street. The information available has pos- 
sessed varying degrees of accuracy and 
many missing links have had to be forged 
by the division. A report of its processing 
operations will shortly be issued by the 
division as a supplement to the monthly 
Survey of Current Business put out by 
the Department of Commerce. An earlier 
Supplement, issued in July 1947, although 
outlining the general basis followed, did 
not disclose all the sources of information, 
and has given rise to numerous misunder- 
standings concerning the nature of the 
figures produced and the propriety of 
various methods of estimation. 

On the next page is a rearrangement of a 
table recently prepared by the National 
Income Division listing in comparative 
form its estimates of the principal compo- 
nents of gross national product for the 
past two years and a forecast for the cur- 
rent year. On the one side are the sources 
of income—individual, corporate, and 
governmental; on the other, a listing of 
goods and services purchased. No further 


8 Other public sources of information include farm- 
income analyses by the Bureau of Agricultural Eco- 
nomics, estimates of personal savings prepared by the 
Securities and Exchange Commission, wages data 
furnished by the Social Security Information, and the 
statistical output of the Bureau of the Census. 
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GROSS NATIONAL PRODUCT OF THE UNITED STATES 1949, 1950, 1951 


(as estimated by the National Income Division, Office of Business Economics, U. S. Department of Commerce) 
(Billions of Dollars) 


Personal-Income Components 


Expenditures 1949 1950 195] 
Personal 
Durable goods........... 23.9 29.2 31.5 
Nondurable goods........ 98.7 102.3 111.5 
Services. 
*Taxes 
Personal expenditures... 205.1 224.7 244.1 


National-Income Additions 


Revenues 1949 1950 1951 
Compensation for services 
Private...... 113.0 123.6 137.1 
Government civilian... ... 16.2 27.2 19.0 
Supplemental............ 6.5 7.5 8.5 
Net income from business & 
professions. . 20:9 22.3 2.1 
Farm income. . 13:0 16.4 
Interest, nongovernment se- 
curities. . 4.9 5.4 5.6 
*Interest, government securities 4.6 4.7 4.8 
7.6 9.2 8.8 
*Pensions, etc., from 
Government... Hs 
Business........ 8 8 
*Less Social insurance. . . —5.7 —7.0 —8.3 
Personal income. 205.1 224.7 244.1 
Less Items* above —18.8 —22.0 —17.6 
Corporate 
Net income.... 17.3 22.8 23.3 
Direct taxes..... 11.0 18.6 28.5 
Inventory adjustment. 2.1 -—5.1 -—8.9 
National income. . 216.7 239.0 269.4 


Less Items* above.... . —25.0 —31.2 —35.9 


Corporate 
Construction...........,. 427.2: 22:4: 
Inventory changes........ —3.2 4.3 9.3 


Gross-Product Additions 


Corporate and other 


Indirect taxes. 21.7 23.8 25.9 
Pensions, etc... 7 8 .8 
Net Income over subsidies of 
government enterprise. .... 0 -.3 —.8 
Statistical discrepancy .... —1.8 
Total funds available.... 257.3 282.6 318.5 


* Related items. 


breakdown of the items shown has as yet 
appeared that would have permitted a 
matching of the national income total 
with expenditures, if, indeed, that would 
have been possible at all; even the 1949 
figures have been substantially revised 
and are no longer supported by the 1949 
schedules published a year ago. It is thus 
impossible to set forth at this time any 
more orderly overall summary of what the 
experts tell us is taking place in our na- 
tional economy. It had been my hope until 
last week to present some sort of analysis 


Governmental 
State & local... 19:7 
Foreign invesments, net... .. 5 —2.3 —2.3 


Gross national product.. 257.3 282.6 318.5 


and review of this year’s National Income 
Supplement, now two months overdue as 
compared with last year’s issue. No ad- 
vance copies were to be had and I shall 
have to be content to point out a few 
features that have occurred to me in draw- 
ing up this chart. 

In most of the countries that have pre- 
pared national-income estimates “sector 
accounts” have been employed each of 
which has represented a segregated por- 
tion of the economy. The first and by far 
the largest in importance is the “personal” 
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or “consumer household”’ sector in which 
appear on the one hand wages, income of 
proprietors and partners, rents, interest, 
dividends, and pensions received by in- 
dividuals; and on the other, expenditures 
by individuals for capital and consumer 
(ie., durable and nondurable) goods, in- 
come and property taxes, and savings: the 
last-named, broadly interpreted, including 
contributions to social insurance (i.e., old- 
age pensions in the United States) here 
shown as a deduction on the income side 
presumably because it has not been in- 
cluded in take-home pay. The items ac- 
companied by an asterisk are deducted in 
the section below in arriving at national 
income since they are classed as transfer 
payments, or purely internal redistribu- 
tions within the economy, affecting neither 
total income nor production. Included in 
this sector, under the system of analysis 
followed in this country, are the income 
and expenditures not only of personal 
business undertakings but also the income 
and expense of all noncorporate organiza- 
tions and nonprofit institutions privately 
financed. Eventually it is hoped that the 
items composing these latter categories 
can be separated out; up to the present 
primarily because of the amalgamation of 
data on income-tax returns, this has been 
impossible. 

The “personal” sector is the only one 
segregated here, although there are three 
others recognized in the compilations 
made in past years: (1) the “business” 
sector and sales to (purchases by) corpo- 
rate enterprise itself in the way of capital 
goods, together with matching business 
income before deduction for personal com- 
pensation, interest, dividends, and other 
items already appearing in the preceding 
sector; (2) the “government’’ sector con- 
sisting of tax levies on the one hand, 
profits less subsidies relating to govern- 
ment enterprises and payments to busi- 
ness, respectively, and on the other hand 
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purchases from business of goods and serv- 
ices; finally (3) the “rest-of-the-world” 
sector in which appears such items as the 
net purchases or sales abroad balanced off 
by foreign investments, tourism collec- 
tions and payments, and dividends and 
interest paid and received. Information 
thus far published does not permit the 
separate balancing of these last three sec- 
tors but the basic data employed, before 
adjustment for internal transfers between 
the sectors, appears in the lower half of 
the schedule. 

In this country, as in 58 other member 
countries of the United Nations having 
systems of national-income accounting, a 
form of double-entry bookkeeping for 
many items is employed in building the 
variously derived statistics into self- 
balancing sectors.? The number and char- 
acter of the sectors varies to some extent; 
for example, a sector or sectors reflecting 
the activities of financial institutions 
(principally banks and insurance com- 
panies) is commonly found. The best out- 
line to date on standards for the construc- 
tion and content of national-income ac- 
counts has been prepared under the 
auspices of the United Nations by Richard 
Stone.” Mr. Stone presents in refreshing 
detail several hundred specimen cross- 
entries and their possible sources, and the 
significance of the various combinations 
and tables prepared from them. 

A rich field of investigation lies ahead 
for accountants within the huge area of 
national-income concepts and it is the 
hope of the Association’s Committee that 
it may aid in stimulating the research that 
must precede any worthwhile contribu- 
tion of the Association in this field. In- 
tensive study is essential to the continued 


® See “National and Per Capita Incomes,” Statistical 
Papers, Series E, No. 1, Statistical Office of the United 
Nations, New York, 1950, pp. 5-6. 

10 “Measurement of National Income and the Con- 
struction of Social Accounts,” Studies and Reports on 
Statistical Methods, United Nations (1947). 
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molding of the basic concept as well as to 
the techniques of compilation. Divergent 
points of view, domestic and international, 
need to be harmonized. The opportunity 
of cooperation with foreign accountants 
lies ahead, in criticizing and aiding in im- 
provements that would render the final 
products more comparable with each 
other. There are a number of major areas 
within which the bulk of current problems 
may fall and these are offered to you with 
the hope that they may suggest avenues 
of research in graduate studies, topics of 
discussion in seminars, and fields of in- 
terest for doctoral dissertations. 

First in importance perhaps and cer- 
tainly in scope is the suggestion that 
direct sampling methods might replace 
the statistical materials of other agencies 
on which reliance is now had. Now that 
the general framework of national income 
has been erected might not component 
transaction groupings be more easily and 
accurately estimated from year to year if 
they were prepared from direct samplings? 
Particularly encouraging have been the 
refinements in recent years in sampling 
methodology. The raw materials of the 
present compilations would continue to be 
utilized but only as substantiating evi- 
dence. A major obstacle would be the cur- 
rent opposition to additional reports to 
government from private business. How- 
ever the Federal Trade Commission has 
been unusually successful during the past 
several years in securing comparable data 
from the country’s manufacturing con- 
cerns; and professional accountants, if 
convinced of the worthwhileness of the 
project, might do much in passing along 
their convictions to clients as they did in 
the FTC project." 

Second, it should be possible to tie in 


4 See Richard Stone, e¢ al., “The Use of Sampling 
Methods in National Income Statistics and Social Ac- 
counting,” Accounting Research, vol. 1, p. 333 (July 
1950). 


Morris Copeland’s concept of money 
flows with that of national income, es- 
pecially if sampling methods are adopted, 
since the necessary distinction between 
cash and accruals can be derived as a 
feature of the sampling technique. Con- 
ceptually it seems wholly practicable to 
merge the two notions into a single scheme 
of reporting, thus giving added use and 
understanding to the whole. 

Third is the suggestion of omitting some 
if not all the imputed transactions now in- 
cluded, possibly on the ground that if 
they do not in practice reach expression in 
the commercial world they exist in the 
minds of economists only; a further ground 
might be noted in their relative unimpor- 
tance. Characteristic of the items here re- 
ferred to are the imputed interest-and- 
service relationship between a depositor 
and a commercial bank, and the adjust- 
ment for so-called inventory profit. 

Fourth is the possible omission or their 
acceptance in the raw state of other items 
now polished off during the course of their 
computation by the injection of a good 
deal of assumption, only to emerge with a 
minimum of change in the whole or its 
principal parts. These items differ from the 
preceding class in that they represent 
actual transactions the aggregates of which 
are not accurately obtainable by any 
direct means now available. To give added 
comprehension to the whole, the scheme 
of measurement needs to be as simple and 
transparent as possible. In some instances 
it can be justly said that oversimplifica- 
tion of the problem of refinement would 
materially improve the quality of the 
product. 

Fifth is the desirability of determining 
and disclosing capital turnover. The 
present assumption that liquidated in- 
vestments and gains therefrom are im- 

2 Morris Copeland, “Social Accounting for Money- 


flows,” THe AccounTING REvIEW, vol. XXIV, p. 254 
(July 1949). 
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mediately reinvested and thus may be 
omitted from compilations of national in- 
come is a wholly gratuitous one. Economic 
analysts have long assumed that capital 
gains and losses are not income. Whether 
such an attitude is shared by either the 
ordinary consumer or businessman may be 
questioned; indeed, from the behavioral 
point of view such gains or losses may 
prove critically important as marginal 
determinants of the character of impor- 
tant areas of production and consumption. 
In defining concepts and constructing 
tables, national-income specialists might 
well be advised to pay more attention to 
such behavioral matters, even at the sacri- 
fice of sacrosanct definitions of what is 
supposed to constitute economic reality. 

Sixth is the need for developing a 
national balance sheet. Notwithstanding 
the current notions of the importance of 
the income statement, its full conception 
cannot be realized except as a flow that 
adds or subtracts to the structure that 
existed when it started and persisted at 
its end. The subject of a national balance 
sheet has been discussed on numerous oc- 
casions and component elements have re- 
cently been suggested by Sewell Bray for 
such a statement of the Netherlands.” At 
present only balance-sheet changes are 
reported in this country’s national-income 
data, and then only in imperfect form.“ 

Seventh is the suggestion that the more 
closely the methodology of compiling 
national-income detail can be conformed 
to the everyday accounting concepts of 
businessmen and others who may be ex- 
pected to benefit from national-income 
data, the more directly will the overall 
results be related to the phenomena of the 
market place and their interpretation. 
Despite the imperfections of the current 


13 F, Sewell Bray, ‘“‘A National Balance Sheet,” Ac- 
counting Research, vol. 2, p. 279 (July 1951). 

4 Tn a residual sector called ‘““Gross Saving and In- 
vestment”: for the 1949 estimate, see p. 7, Survey of 
Current Business, July 1950. 
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accounting process found in business, 
somewhat overenthusiastically heralded of 
late within the accounting profession it- 
self, the information produced by that 
process continues to form the basis of 
everyday business judgments, interpreta- 
tions, and plans for the future. The cor- 
respondence of basic notions in the two 
fields might find the end-product more 
easily fitted to the present scheme of 
things. 

Eighth is the great need for publishing 
in comprehensible form and detail the 
methods now employed in the compilation 
processes followed by the National Income 
Section. Many persons who now quote 
national-income figures with no thought of 
their origin or at best by attempting to 
comprehend what has been said in the 
literature about a given item might ex- 
perience considerable surprise and not a 
little bewilderment if they were informed 
of the tortuous and devious processes 
that must now precede the production of 
such figures. A further need exists for an 
adequate description and critique of the 
methods currently followed, couched in 
nonintramural language by persons not 
too immersed in the field. Characteristic 
of the questions for which the uninitiated 
can find no answer is the derivation and 
purpose of the so-called inventory-profit 
adjustment. Ready explanations, however, 
do abound, one person agreeing with the 
adjustment but not with its interpretation, 
another with the interpretation or need 
but not the technique of adjustment.” 

Ninth, what use is being made of na- 
tional-income data? We are assured that 
many decisions are based on the National- 
Income Division’s output; but could not 
these decisions have been made, perhaps 


% The National-Income Division, for example, ex- 
plains the adjustment thus: “‘. . . corporate profits... 
are taken inclusive of inventory profit and loss, as is 
customary in business accounting, whereas only the 
value of the real change in inventories is counted as 
current output in the national product.” 
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even more directly, by conclusions less 
onerously derived? The only acceptable 
answer to this question is to avoid the en- 
thusiasts and seek out those whose use of 
the data has been positive: those in high 
places as well as the marketplace; and the 
objective should be, if use has been found 
for it, what the character of that use has 
been and whether available alternative 
data would not have supplied the desired 
information. Only by such an inquiry can 
true progress be registered in planning the 
ultimate form that national-income ac- 
counting should take. 

Tenth, more attention should be de- 
voted to an orderly account structure, 
particularly the development of a method 
of coding and matching entries. At pres- 
ent, the system is guided primarily by an 
overall control identity: revenues=ex- 
penditures. It is, therefore, difficult, if not 
impossible to trace numerous intersector 
transactions.’* The overall identities need 
to be broken down in greater detail. The 
use of spread sheets and columnar ac- 
counts as aids to such analyses deserve 
consideration—all of which points in the 
direction of further applications of ac- 
counting to this important area of ac- 
tivity. 


16 For an illustration of the gains to be made by ex- 
tensions in this direction see Richard Stone, e# al., “‘The 
Use of Sampling Methods in National Income Statistics 
and Social Accounting,” Accounting Research, vol. I, p. 
333 ff. (July 1950) 


Finally, soliciting the aid of trade as- 
sociations and other groups in the pro- 
curing and compilation of sampling data 
from business enterprise should be ex- 
plored—and from time to time re-ex- 
plored. Business stands to benefit greatly 
from national-income data, and despite 
the wellknown reluctance of businessmen 
to exchange “competitive” information, 
the possibility of creating privately f.- 
nanced agencies for the purpose of data 
collection cannot be too strongly urged. 

During the coming year the Committee 
hopes that it may be kept currently in- 
formed by members of the Association of 
explorations in the field of national income 
with which they may be associated to the 
end that its own efforts may be coordi- 
nated with them to the fullest possible 
extent. The Committee hopes also to co- 
operate with and assist if it can the 
National-Income Division of the De- 
partment of Commerce, recognizing in 
that governmental unit the best-informed 
opinion on the ways and means of attack- 
ing the difficult problems that one way or 
another must be faced and solved. Co- 
operation with the Conference on Re- 
search in Income and Wealth sponsored 
by the National Bureau of Economic 
Research, is also looked forward to, as a 
means of exploiting fully the talents of 
various persons with different disciplinary 
backgrounds that have become interested 
in this field. 
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“WHAT'S WRONG WITH FINANCIAL 
REPORTINGr”* 


A. C. BEKAERT 
Vice President, Colorado Fuel & Iron Corporation 


Wrong with Financial Reporting,” I 

do not come to you with a new topic. 
I have borrowed my subject from another 
without even a change in the wording. 
Perhaps this very borrowing is sympto- 
matic of the problem I want to discuss. 
For one trouble with financial reporting is 
that we are tradition-bound with the past. 
So we find the path of least resistance in 
copying and borrowing from the past. 
Many of you undoubtedly remember all 
too well, from your own public accounting 
experience, how you have reviewed audit 
reports which were absolute facsimiles of 
previous years’ reports with only dates 
and dollars changed. 

In a world torn apart by two conflicting 
concepts—Capitalism vs. Communism— 
we need to place the economic facts be- 
fore our own people so clearly and con- 
cisely that they may understand them 
without question. Only then can they de- 
termine of their own free will that our 
enterprise system—however imperfect— 
still operates to create more human satis- 
faction than any other system yet de- 
vised. 

To sell your product you must know 
your product. This axiom of the sales 
department applies equally in our strug- 
gle to prove to the world the facts about 
America’s economic way of life. 

We have become a nation of capitalists 
in the broadest sense of the word in that 
we are all possessors of property—no 
matter how small—with which we can do 


I CHOOSING to talk to you on “‘What’s 


* This paper was presented at the annual meeting of 
the American Accounting Association, Denver, Colo- 
rado, Sept. 6, 1951. 


as we see fit. This past generation has 
seen America become a nation of home 
owners. In a large sense, we have seen this 
country become a nation of stockholders. 
This last statement may be challenged— 
yet how else can we account for a com- 
pany such as American Telephone & Tele- 
graph Company having over a million 
stockholders? Many other companies have 
stockholders numbering in the hundreds 
of thousands. But do our property owners 
and our stockholders really understand 
what makes our economy operate success- 
fully, and why? There is evidence that 
many do not. To help give them such 
understanding is one of the accountant’s 
responsibilities in every financial report 
he helps prepare. 

Let us first establish certain premises: 

First, we are not concerned with the fi- 
nancial report of the local grocer as an 
individual proprietor, or as a partnership. 
He reports to no one but the Government 
or to his banker—and his records are 
simple: cash, merchandise, store fixtures, 
and unpaid bills. 

Second, we are concerned solely with 
the corporate management’s report to un- 
seen and generally inarticulate thousands 
of stockholders—the corporation’s owners. 

Third, we believe that the well-managed 
corporation is a vital instrument of prog- 
ress in our Free Enterprise System— 
occasionally called the Capitalist, or 
Profit System. We believe it is essential 
in the continuation and growth of the 
system, however named. 

Fourth, we believe that financial report- 
ing must be an honest, straightforward 
and clearly understandable accounting of 
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a trust or stewardship—so well prepared 
that practically every stockholder can 
understand it in full. 

On the basis of such premises, it is clear 
that financial reporting must be done in 
such a manner that the vast majority of 
stockholders will want to read and fully 
digest the financial statements sent to 
them annually, or on rare occasions, 
quarterly. 

True, not all owners will study the re- 
port with the close attention of a security 
analyst. Nor can we ever expect to pre- 
pare reports so simplified that they will be 
understood fully by every stockholder in 
a corporation that has many thousands of 
owners. But it is one of our first responsi- 
bilities to create as many informed stock- 
holders as possible. In making this our 
goal, let us not underestimate the intelli- 
gence of the average person. 

We must nevertheless realize that the 
average stockholder is not professionally 
trained, as are the members of this group. 
Everyone present in this audience, with- 
out exception, can read and interpret any 
financial statement. However, such an 
ability results from knowledge you have 
acquired through years of schooling and 
practical experience. 

This special knowledge places us, as 
trained accountants, in an enviable posi- 
tion as present or prospective stock- 
holders. The financial reports have been 
prepared for us by associates in the same 
profession. But these reports, prepared 
for us, are not necessarily understandable 
to the untrained reader of such reports. 

The average stockholder will read a few 
paragraphs of the Chairman’s Letter to 
Stockholders, until he reaches the place 
where the current profit, given in gross 
dollars and earnings per share, is com- 
pared with that of the previous year. If 
this seems satisfactory, the reader turns 
to the pictures of the new plant and facili- 
ties. Occasionally he may turn to the 


balance sheet and peruse it—usually after 
a glance at “total assets.” If he reaches 
the profit and loss statement, he will 
glance at “gross sales and revenues,” as 
well as “net after taxes.”” The statement 
of surplus he “skips”—he is not an ac- 
countant. The footnotes, as part of the 
financial statement, he seldom reads. If 
he does, he finds they make difficult 
going—being usually in small print and 
involving abstruse technical language. 
And what does he get out of all of this in 
the way of actual understanding? Prac- 
tically nothing. He lays the report aside, 
and deposits his latest dividend check. 

No one in particular is to be blamed for 
this lack of understanding. All fields of 
accounting are in the same relative posi- 
tion—whether it be public accounting, 
teaching, or industrial management. How- 
ever, in my opinion, realization of the 
failure to create an informed public is 
more appreciated by industrial manage- 
ment, even if by only a small segment of 
it—than by authorities in the other fields. 

It is widely said that the legal profession 
purposely developed its jargon so that 
everybody would have to hire a lawyer 
when he wanted to interpret or under- 
stand the law; and, certainly, no one today 
would dare even write a will without 
hiring a lawyer, for fear its Jack of jargon 
would render it legally invalid. 

The educators similarly have developed 
a peculiar jargon which only other edu- 
cators understand—I refer you to almost 
any of the abstruse texts on educational 
methods which originate as theses nowa- 
days. The doctors similarly often use a 
technical jargon in their medical jour- 
nals—and, incidentally, in making their 
diagnoses and writing prescriptions—that 
is purposely meant to be Greek or Latin 
to laymen. 

We in the accounting profession have 
gotten ourselves similarly “professional- 
ized.” But to what end? Do we want to 
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obscure the workings of the American 
corporation from the public? To the con- 
trary, it is our first duty today to make 
those workings understood by every liter- 
ate American. That being the case, is it 
not our duty to talk the language of the 
man in the street, instead of expecting him 
to understand our own specially invented 
trade talk? 

Some corporations are taking the lead 
in doing this. The oil industry, for in- 
stance—being happily unbound by too 
many inhibitions and patterns of the past 
—offers some outstanding examples of 
effort to describe an industry’s financial 
progress in everyday English language. A 
little later, I shall cite some examples. 

The steel industry, on the other hand, 
still shows too many instances of failure 
to recognize this need. This is not due to 
the fact that we still are not just as eager 
as the oil men to have our work under- 
stood by the nation. Rather, it is due, I 
think, to the fact that we are one of the 
oldest of American industries, rich in 
tradition and proud of our past as well as 
our present. Hence, we tend to break 
away from some of the past patterns 
slowly. In our steel company reports we 
still use, in entirely too many instances, 
the ancient accounting patterns that 
have prevailed for generations. Then we 
turn these abstruse reports over to our 
public relations departments, and hope the 
public relations men can somehow ex- 
plain them; and make the figures interest- 
ing and significant to the general public; 
and use them to prove that we are ably 
serving the public interest. But the format 
and language of the report handicaps the 
public relations men from the start. 

How much more sensible it would be 
for our corporations to bring the public 
relations head together with the treasurer, 
or the comptroller, or the chief accountant, 
or whoever has the responsibility, before 
another financial report is ever issued; and 
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then let the public relations man have a 
chance to indicate language revisions that 
will give the report meaning for ordinary 
people. 

In the corporate family of stockholders, 
each stockholder’s vote is proportionate 
to his holdings. He is generally aware of 
this; a stockholder owning a few shares 
knows that his proxy is insignificant, com- 
pared with that of an owner of 1,000 
shares, or as compared with the total 
shares outstanding. Yet his stake in the 
company should be just as important to 
him as the large owner’s stake is to the 
wealthy man. But the small owner loses 
sight of this second fact. Does he, for in- 
stance, go to stockholders’ meetings and 
vote in person? Practically never. I have 
attended meetings, I’m sorry to say, where 
only two stockholders were present. Does 
he write his Congressman and Senator 
when Washington is preparing some new 
assault on the work of American enter- 
prise? Practically never. 

It is remarkable to note the number of 
owners of 50 shares or less in every stock- 
holders’ list. This is true in all large corpo- 
rations. An owner of 20 shares should be 
as fully cognizant of the benefits he gets 
from our system, and of the necessity of 
defending it against any assault, as is the 
owner of 1,000 shares. Too frequently, 
however, the small stockholders are not 
really aware of what their stake in the 
corporation involves. Many of them have 
invested their money just because they 
want a higher return than they obtained 
from the banks. 

Their interest in the corporation begins 
and ends with the question of the return 
they are getting on their money. It never 
occurs to them that they have any re- 
sponsibility in helping acquire this return. 

In the field of politics, the small owner 
is often vitally aware of his duty to inform 
himself on issues and use the ballot. In the 
field of corporate management, however, 
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he abdicates his power. Hence the dis- 
crepancy between the turn-out at stock- 
holders’ meetings, and the votes cast at 
political polls. It is our duty to help show 
that the small stockholder’s moral and in- 
tangible stake in industry is equal to that 
of the large stockholder. If we can do this, 
we will have made a very great contribu- 
tion to the work of creating informed and 
loyal support for American enterprise. 

But how is this to be accomplished? By 
education—starting with education 
through improvements to be made in our 
methods of financial reporting. This re- 
porting must not only inform and interest 
and stimulate the stockholder’s thought 
when he reads the report. It should make 
him continue to take thoughtful interest 
in his company, its policies, its manage- 
ment, and its problems. The report should 
also help guide his judgment in buying, 
selling or maintaining his present holdings. 

How is such reporting to be accom- 
plished? Shall we lengthen the report? 
Shall we give the stockholder more pic- 
tures of the plants and products? Shall we 
give him straight black and white reports? 
Shall we give him a composite report pre- 
pared so that it can be understood not 
only by the average present stockholder 
but also by any average citizen—who, we 
must remember, is a prospective stock- 
holder? 

Preferably, I think, the latter method 
should be followed. First, we must pre- 
pare the report in such a manner that it 
cannot be criticized as a monstrous night- 
mare of jargon understandable only by 
accountants, lawyers and management. 
The preparation must be guided through- 
out by one principle—simplification of 
financial statement language. Let us re- 
duce the language of accounting and fi- 
nance to simple everyday terms. Then the 
stockholders, both large and small, can 
have a common understanding of what 
has been said. 


If this can be done, we should be able 
to develop a body politic that will be able 
to persuade legislators that business, as 
such, is not evil, and destroy the fears 
that the bigger the business, the bigger is 
the evil involved. 

We must start, as I said before, by 
using simple language, avoiding technical 
terminology. Most reports contain three 
principle sections—the consolidated bal- 
ance sheet, the statement of consolidated 
income, and the consolidated surplus. 

Take the term “consolidated balance 
sheet,’’ and ask the average stockholder 
what it means and what such a balance 
sheet contains. You will find, surprisingly 
enough, that the average stockholder 
never took first term accounting. He 
can’t tell you. I hold no brief for any bet- 
ter understood form of title. But at least 
let us find another. Call it what you will. 
Perhaps we can go so far as “report on 
your company’s property—money owing 
to outsiders, and your share of what is 
left.” 

Within the structure of the assets, let 
us go further. What are “current assets”? 
We, ourselves, know by reference to our 
standard texts. But many a stockholder 
has no idea. Why not call this “property 
in cash, or readily convertible into cash”? 

“Accounts, notes and acceptances re- 
ceivable” might simply be called “cus- 
tomers owe us for merchandise sold them.” 

“Inventories—at lower of cost or mar- 
ket.” Try to define that one—especially 
when you parenthetically state ‘(First in, 
first out basis)” or “(last in, first out 
basis).”’ One might go much further under 
the inventory headings. Why be ashamed 
to state that raw materials consist of iron 
ore, coal, coke, limestone, oil, cotton—or 
whatever they are? 

“‘Work in process’’—here, even a partial 
simplification will help, such as “materials 
worked on, but not ready for sale.” 

“Finished goods’”—a few major unsold 
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completed items of merchandise on hand 
could be enumerated (‘‘wheaties, autos, 
scooters’’). 

Next, let us try to simplify statements 
of items contained under “other assets,” 
such as “government bonds deposited un- 
der employees’ compensation law’; and 
“long-term receivables,” etc. 

Under “property, plant and equip- 
ment,” everyone will generally under- 
stand the terms “land, building, ma- 
chinery, transportation equipment, etc.” 

The difficulty comes, however, in re- 
stating in simple language ‘“‘reserve for 
depreciation and depletion.” Possibly a 
phrase such as “cost of ‘wear-out’ and 
‘use-up’ of our properties” could be used. 

My own pet dislike is the term “de- 
ferred charges.” 

Let us then look at another item. The 
stockholder, yet undaunted by the term 
“deferred charges,’ surely is bound to 
give up the ghost when he comes across 
the item “‘unamortized bond discount and 
expense.” 

The stockholder, if still interested, will 
turn to the right side of the balance sheet 
and see ‘‘current liabilities.” This may be 
referred to as “money payable by your 
company in the next twelve months.” It 
would be of marked value to take the time 
to change the terminology of the contents 
under current liabilities. 

“Long-term debt” will have to be given 
new explanations. If it be a mortgage 
debt, tell your stockholder that his land, 
building and machinery are owned only 
contingent upon payment to the bond- 
holders. 

We shall pass over some of the specially 
delectable items that are usually placed 
midway between “liabilities” and “net 
worth.”’ These last two words have caused 
much confusion in the minds of the stock- 
holders. We, ourselves, know what it 
means. But Miss Jones, who owns 50 
Shares, does not. Under the heading of 


“net worth” there is much one can re- 
write to describe ‘“‘capital stock.” 

But now let us consider ‘“surplus— 
earned, paid in and capital surplus.” This 
will cause many headaches to restate— 
especially if you believe that the impor- 
tant idea to be conveyed is that surplus is 
not cash readily distributable in the form 
of dividends. 

After you have revised this terminology, 
there is still the task of restating “‘treasury 
stock.” 

When the balance sheet has been re- 
written, and after you have had in- 
numerable quarrels with the printer who 
just cannot fit in all these words into a 
two page spread, you are ready to tackle 
the “statement of consolidated income.” 
This will not be so difficult. 

‘Sales and operating revenues” is under- 
standable, although it could better read 
“income from deliveries of merchandise 
and services.” 

Then there is the heading “cost of sales 
and operating expenses.” It might be help- 
ful to enumerate a few items in this head- 
ing, so that it will read “cost of materials, 
labor, supervision, supplies, etc., delivered 
to customers.” 

One might even go further, with great 
benefit. Take, for instance, the old adage 
that balance sheets must always balance. 
To the layman, that just doesn’t make 
sense. Why indeed, should a balance 
sheet balance? With this obvious fact in 
mind, some corporations are now recasting 
the entire format of their reports. 

Take another fact. Financial reporting 
as now practiced will report a corpora- 
tion’s huge profits without ever indicat- 
ing in brief, understandable form what 
happened to these profits. Nothing could 
be more dramatic and full of meaning, for 
instance, than to show that a corporation 
today may pay some 60 per cent of its 
gross profit to the Government, in the 
form of taxes—while stockholders may 
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get little more than 20 or 25 per cent— 
and all the rest is reinvested in the busi- 
ness to create more production and better 
services for the American people. 

Is it not time that we used our finan- 
cial reporting to show to the American 
people just who is getting the biggest take 
of profit out of the corporation? It is po- 
litical government. And if today’s tax 
trend continues and if the Government 
continues to take much more—soon there 
won’t be any more profit to take. For 
when the political seizure of profit reaches 
the 100 per cent level, that is socialism or 
communism—however you want to call 
it. That very thing has already happened 
in some of the most important industries 
in England, including steel. And remem- 
ber, the English as a people have always 
been more conservative, if anything, than 
the Americans in their political trends. 

We therefore cannot console ourselves 


by thinking that what has happened in 
England cannot be repeated here. We are 
going to have to work harder in educating 
the general American public than ever be- 
fore, just to prevent it happening here by 
default. And the first responsibility, in 
preparing the educational texts that our 
public relations now must use, rests in the 
hands of the men who have the responsi- 
bility of creating financial reports that the 
public can read and understand. 

This subject has always been of vital 
interest and deep concern to me; it affects 
the welfare of all of us as citizens, and of 
our nation, likewise. And I am looking 
forward to the day when I shall see this 
simplified method of financial reporting 
universally accepted. 

It is my earnest hope that an active 
interest of an effective group such as the 
American Accounting Association can be 
enlisted toward this end. 


Puerto Rico. 
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important contribution to the com- 

monweal, in recent years, as a 
result of the Labor Party’s plan to na- 
tionalize 20% of the economy. This sec- 
tion included the Bank of England and 
seven major industries—civil aviation, 
cables and wireless, coal, electricity, gas, 
cotton and transportation. 

In each of the fields named, Public 
Corporations were set up to operate the 
enterprises concerned in the national inter- 
est. Parliament placed the entire responsi- 
bility for operation of the coal industry 
upon the National Coal Board with no 
reference to divisions or areas, but Area 
Boards were appointed in the gas and 
electricity industries and in the transport 
feld a number of Executives were ap- 
pointed to serve as the Transport Com- 
mission’s agents. Some concept of the 
size of the nationalized undertakings may 
be secured from the activities of the Na- 
tional Coal Board in England, Wales and 
Scotland where it employs more than 
750,000 persons, operates nearly 1,000 
collieries and issues licenses for the work- 
ing of 500 additional mines which it also 
owns, and holds title to 50 kinds of ancil- 
liary enterprises, including coke ore fur- 
naces, brickworks, pipeworks, internal rail- 
ways, coal transport and_ shipping 
wharves, 200,000 acres of land and 140,000 
houses. 

Both the affairs of dispossessed com- 
panies and the settlement of compensation 
to be paid to them have been the special 
province of professional accountants. In 
many cases the Public Corporations re- 


Bio accountants have made an 


quested practitioners to act for them in 
preparing reports relative to acquisition 
and compensation, a complex matter in- 
volving consideration of numerous factors 
specified in the Nationalization Acts cover- 
ing the Bank of England and the seven 
industries stated above. Compensation was 
not on a uniform basis. For the Bank of 
England and Cables and Wireless, Ltd., 
for instance, it was established on the 
basis of net maintainable revenue; for 
railways, air transport and electricity it 
was set on Stock exchange quotations at 
stated dates; and for collieries, on a global 
amount fixed by a tribunal.’ In the con- 
troversial iron and steel industry, to be 
brought under Government control on 
February 15, 1951, shareholders will be 
compensated at vesting date by the issue 
of stock of a value compared to the value 
of other securities as determined by stock 
market prices based on the average of 
quotations ruling between October 1-25, 
1948 or on the average of certain dates 
in 1945—whichever is higher, or, in the 
absence of such prices, by agreement or 
arbitration. Sir Frederick Alban, immedi- 
ate past-President of the Society of In- 
corporated Accountants and Auditors, is 
a member of the Iron and Steel Arbitration 
Tribunal which will handle all issues aris- 
ing under the Act.? 

Although the transfer of assets from 

1 Bank of England Act, Ch. 27, 1946; Cable and 
Wireless Act, Ch. 82, 1946; Civil Aviation Act, Ch. 70, 
1946; Coal Industry Nationalization Act, Ch. 49, 1946; 
Transport Act, Ch. 49, 1947; Electricity Act, Ch. 54, 
1947; Gas Act, Ch. 67, 1948. 

® Sir Frederick Alban, in addition, is a member of the 


Gas Arbitration Tribunal and the Electricity Arbitra- 
tion Tribunal. 
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private companies to the State appeared 
simple on paper, the actual process of 
valuation and transfer was complicated 
by the fact that the assets of many com- 
panies were transferred to the new Public 
Corporations organized to administer the 
industry, while the companies themselves 
remained in existence as separate entities 
with their own staffs and books of account. 
Generally speaking, fixed assets vested in 
the Corporations were not specifically 
valued for the purpose of determining the 
consideration paid for them. This was 
especially true in. cases where compensa- 
tion was fixed by reference to net main- 
tainable revenue (as for the Bank of 
England) or to the market value of stocks 
(as for railways). In these instances a 
complex question frequently arose con- 
cerning the selection of the proper basis 
upon which values should be attributed to 
the transferred assets on the books of the 
Public Corporations. Solution of this ques- 
tion affected the amounts entered in the 
asset or capital accounts and those charged 
in the Public Corporations’ accounts as 
provisions for depreciation and shown in 
their annual reports as available net reve- 
nue. 

The first annual report of the London 
Passenger Board, which had been set up 
in July 1933 to acquire all public trans- 
port facilities in the London area, except 
those owned by main-line railway com- 
panies, stated that, in the case of assets 
for which future renewal provisions were 
not to be set aside, attention had been 
directed, in opening the capital account of 
the Board, to the values at which those 
assets stood in the accounts of transferred 
companies. A different principle, however, 
had been observed relative to assets which 
were to be the subject of future renewal 
provisions. These wasting assets were en- 
tered in the capital account of the Trans- 
port Board at their estimated cost of re- 
placement at a date of transfer, with de- 


ductions for depreciation for the period 
prior to acquisition. The amount by which 
the consideration paid for vested assets 
exceeded their aggregate book value was 
entered in the accounts as ‘“‘balance of 
consideration for undertakings transferred 
or acquired.” The Board, therefore, 
brought all transferred or acquired assets, 
for which renewal or depreciation provi- 
sions were in future to be set aside, toa 
common price level—their replacement 
value at the date they were acquired, and 
presumably all future depreciation charges 
were then calculated on these adjusted 
book values. 

When the British Transport Commis- 
sion was created in 1947, it assumed con- 
trol of the four large railway companies 
as well as a number of small railroads, 
the London Passenger Transport Board, 
the canal companies, and the main-line 
railway wagons. The initial balance sheet 
of the Commission, dated December 31, 
1948, provided an understanding of the 
ramifications of its activities, showing 
total assets of £1,650 million, with inter- 
ests in over 40 non-controlled undertakings 
—mainly bus and coal companies—and 
more than 200 subsidiary companies— 
largely road transport.? The majority of 
enterprises controlled by the Commission 
were vested as complete units, their func- 
tions continuing on the same basis and 
with the same staffs as in pre-nationaliza- 
tion days. 

The basis on which transferred fixed 
assets were brought into the accounts of 
the Transport Commission presented 4 
serious question. After consideration of the 
issues involved and professional advice, 
the Commission divided fixed assets into 
two groups: First, those comprising rolling 
stock, vehicles, ships, vessels and _ plant 
and equipment; second, those consisting 
of land, buildings, permanent way, docks, 


* British Transport Commission, Report and Ac 
counts for 1948, H.C.R. 235, 1948-49. 
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canals and other works. The first group 
was taken on the books at original cost 
to vested companies, except that road 
vehicles, buses and coaches were stated at 
gross replacement value at vesting date, 
because of a desire to show them on a basis 
comparable with the extensive fleets of 
road vehicles to be acquired on the same 
basis less depreciation, and privately 
owned railway wagons at gross replace- 
ment value at vesting date. Depreciation 
accrued to the vested date was deducted in 
all cases. Assets in the second group listed 
above, which were dealt with on a renewal 
basis, were brought on the Commission’s 
ledger at the amounts standing on the 
books of the vested enterprises. Adjust- 
ments made by the Commission increased 
the former book values of fixed assets by 
£75 million; in addition, there were sur- 
pluses of £173 million arising from the 
substitution of British Transport Com- 
mission capital stocks for stocks of vested 
companies, of £33 on the reassessment of 
book values of net current assets including 
adjustments of taxation liabilities, and of 
£15 million representing reserves and 
revenue account balances of vested com- 
panies. These credits totaled £296 million, 
against which were made provision for 
pre-vesting actuarial deficiencies of guar- 
anteed superannuation funds of £107 
million and other additional provisions of 
£6 million, while intangible assets of £18 
million were written off. After deduction 
of the total debits of £131 million, a net 
surplus of £165 million remained on the 
adjustments made to the closing balances 
in the books of the vested companies, the 
Commission carrying this balance to 
“assets displacement account” and deduct- 
ing it from the book value of land, build- 
ings, permanent way, docks, canals and 
other works, 

The Transport Commission has de- 
preciated rolling stock, vehicle, ships and 
plant on a straight-line basis, stating in 
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its 1948 report that ‘‘as and when earnings 
are available for the purpose it is intended 
to make further allocations out of profits 
year by year to a replacement reserve 
towards meeting the cost of replacement 
as compared with the gross book values 
upon which the depreciation provision is 
computed.” On the other hand, in the 
case of buildings, permanent way, tun- 
nels, roads, docks and canals, repairs 
and partial and total renewals are charged 
as expenses when incurred, only payments 
for additional assets and the improvement 
of existing assets being charged to capital. 
The Commission has stated that the credit 
of £165 million, already mentioned, in 
“assets displacement account,” which is 
deducted from the value of the buildings, 
permanent way, etc., will be ‘diminished 
concurrently, and by the same amount, 
as the book value of assets outside the 
depreciation scheme is diminished by 
reason of displacement of capital assets, 
where the displacement represents a con- 
traction of the physical transport appara- 
tus.” 

Assets and liabilities of the Central 
Electricity Board and 550 other under- 
takings, of which two-thirds were Local 
Authorities and one-third were private 
companies, were vested in the British 
Electricity Authority in 1947. Complica- 
tions arose from the fact that some com- 
panies did not vest in entirety with special 
arrangements worked out, while for Local 
Authorities it was necessary to separate 
the electricity companies from their other 
properties, with the compensation payable 
by the Authority consisting of the obliga- 
tion to pay the amounts required periodi- 
cally to satisfy the interest and redemption 
charges on the outstanding loans raised or 
internal advances made for the purpose of 
financing the electricity ventures. Many of 
the undertakings acquired by the British 
Electricity Authority, such as the Central 
Electricity Board and most of the com- 
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panies, were taken over as complete units 
and their functions continued on the same 
basis and generally with the same staffs as 
in the pre-nationalization period. However, 
special transitional financial and account- 
ing arrangements had to be made for most 
Local Authority companies until new ar- 
rangements could be outlined. 

Transferred fixed assets were valued at 
net book values of the former companies, 
combined with the elimination of discarded 
and intangible assets. On this basis the 
British Electricity Authority’s opening 
values for fixed assets amounted to £459 
million, compared with compensation pay- 
able of £523 million, leaving a balance of 
£64 million, the Authority describing this 
balance as the “balance of consideration 
for the undertakings transferred,” and 
stating that it arose from the adoption of 
conservative accounting treatment and 
that the Commission was satisfied that 
“this marginal difference is covered by 
valid assets.’ In its report covering the 
period to March 31, 1949, the Authority 
referred to the scope of its functions by 
stating that “the work of translating the 
accounting records of some 550 separate 
undertakers into the books of the Central 
Authority and the Area Boards has pre- 
sented a problem of exceptional magni- 
tude and fascinating interest.’ 

From its organization, the Electricity 
Authority provided depreciation by the 
straight-line method, writing off the cost 
of transferred assets by equal annual in- 
stallments over the estimated life of the 
asset. For the year to March 31, 1949 the 
amount written off the intangible assets, 
which resulted from the opening entries, 
had been calculated at one-ninetieth of 
the gross amount, ninety years being the 
period prescribed for the redemption of 
British Electricity stock. The report also 


‘ British Electricity Authority, First Report and 
Statement of Accounts for the period August 13, 1947 
to March 31, 1949, H.C.R. 336, 1948-49. 


stated that the Electricity Authority was 
charging its reserves with full provision 
for depreciation of assets, computed by 
reference to historical cost, as it believed 
no other basis would be appropriate. In 
conclusion it declared: “Any further pro- 
vision towards higher costs of replacement 
must, therefore, be derived from surplus.” 

In contrast to the early accounting 
duties of the British Transport Commis- 
sion and the British Electricity Authority, 
just described, the Coal Nationalization 
Act defined the types of assets which were 
to be vested in the Board, either by means 
of compulsion or by the exercise of op- 
tions. The Act permitted the former com- 
panies to retain their current assets and 
liabilities and their fixed assets not re- 
quired for the operation of the coal indus- 
try. Compensation for the collieries pay- 
able by the Board was fixed by an inde- 
pendent tribunal at £165 million.’ This 
sum has not yet been allocated to the 
various colliery companies. The minerals 
formerly owned by the Coal Commission 
were purchased by the Board for £78 
million. Most of the other properties 
which vested in the Board have not yet 
been estimated by the valuation boards. 
Therefore, the Board’s initial accounting 
entries for fixed assets are still incomplete, 
nearly four years after most of the assets 
were transferred to the Coal Board, and 
depreciation provisions have to be based 
on the best estimate which can be made of 
the compensation which will be payable. 
The provisional charges are based on cost, 
actual or estimated, and not on replace- 
ment values. 

Before the assets were turned over to the 
Coal Board on January 1, 1947, the in- 
dustry had been controlled by 800 differ- 
ent companies, each maintaining its own 
accounting system. Although the Coal 


5 Sir Harold G. Howitt, a member of the Institute of 
Chartered Accountants in England and Wales, served 
on the Coal Tribunal. 
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Board did not face the same problems as 
those of the Electricity Authority and the 
Transport Commission in correlating the 
accounts of the former owners with their 
own new records, it had the task of en- 
suring that completely new accounting 
arrangements were effective in all parts of 
the industry on the vesting date. As it was 
impossible, because of inadequate notice, 
to devise and initiate new accounting 
systems throughout the coal industry by 
January 1947, it was decided that the 
systems used by the old companies should 
continue in operation temporarily, but 
that they should be adapted so as to pro- 
vide specified basic information. Persons 
responsible for the units were told what 
information they would have to provide 
and they were free to adapt the old rec- 
ords accordingly and to retain systems of 
internal check and all necessary books of 
account. Cash for current requirements 
had to be made available in all parts of 
Great Britain and continuity of receipts 
and payments ensured. After the change- 
over was made from private enterprise to 
Government control in the coal industry, 
the accountant’s attention was turned to 
improvements in records to meet new 
demands for financial data. 

One of the first duties of the Public 
Corporations’ accountants was a survey 
of the systems maintained by private 
companies prior to nationalization. In 
some instances these systems were so 
poorly maintained that entirely new ac- 
counts had to be introduced before essen- 
tial information was available for consoli- 
dation with financial facts of other com- 
panies. An important decision was the 
extent to which uniformity of accounts 
should be introduced in all companies 
transferred to public ownership. The legal 
requirement that each Public Corporation 
had to prepare and present to Parliament 
one set of accounts annually meant that 
uniformity in the classification of activities 
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and accounts were essential elements of 
reporting standards. 

Experiences of the Coal Board may be 
taken as indicative of practice in other 
nationalized industries.* Before the vesting 
date, the Board provided schedules of all 
accounting classifications to the com- 
panies concerned, and later introduced 
complete coding arrangements by which 
every transaction could be classified by a 
code reference as to the type of income or 
expenditure, the unit or type of activity 
in question, and the area and division of 
the Coal Board. The basic accounting 
control was secured through a control 
ledger which is maintained in standard 
form at Headquarters and at divisional 
and area offices. 

Balanced monthly throughout the Coal 
Board’s organization, the standard form 
of control ledger gives the Board’s com- 
plete financial position at regular intervals, 
forming the framework within which the 
detailed accounting procedures are im- 
plemented. The Board’s revenue accounts 
analyzed all income and expenditure on 
two bases which are completely integrated, 
namely, according to the nature of the 
income or expenditure, and according to 
the purpose for which the income has 
been received or the expenditure incurred 
and the activity concerned. The first basis 
provides the complete analysis of income 
and expenditure which is summarized in 
the published accounts, while the second 
produces the profit and loss accounts of 
the different activities and provides the 
outline of the cost structure. All transac- 
tions affecting the asset and liability ac- 
counts are also analyzed according to 
their nature and the activity to which 
they relate. The principle of analyzing 

6 Material concerning the accounting procedures of 
the Coal Board have been extracted from a paper by T. 
Latham, “Financial and Accounting Problems of Na- 
tionalized Industries,” given at the Incorporated Ac- 
countants’ Course, Balliol College, Oxford, Sept. 18, 


1950, and reprinted in Accountancy, Oct. 1950, pp. 357- 
61, and Nov. 1950, pp. 384-90. 
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transactions according to the purpose of 
expenditure and the activity concerned 
does not apply to the detailed supporting 
schedules required by local managements 
who can decide upon the form in which 
their detailed daily, weekly and monthly 
costs are prepared. 

The maintenance, adaptation and im- 
provement of uniform accounts are moti- 
vated by instructions received from Head- 
quarters. During the year 1949, for in- 
stance, a total of 90 directives were issued 
by the Coal Board covering accounts and 
finance. Of these, 11 covered routine mat- 
ters such as the arrangement of annual 
accounts; 28 related to minor improve- 
ments, 46 dealt with accounting and 
financial effects of changes of various kinds; 
and 5 had reference to material develop- 
ments in accounting procedures, covering 
such matters as the classification of stores, 
preparation of standard monthly trial 
balances, decentralization of purchases of 
office supplies, and transfers of fixed assets 
between collieries. 

Each of the Government Ministers in 
charge of nationalized industries outlined 
schemes of audit of the Public Corpora- 
tions coming under their purview. The 
plan of examination for the British Trans- 
port Commission, as approved by the 
Minister of Transport, follows: 

1. In this scheme, unless the context otherwise 
requires, the following expressions have the 
meanings hereby respectively assigned to 
them: 

“the Act” means the Transport Act, 1947; 
“the auditors” means the auditor or audi- 
tors for the time being of the accounts of the 
Commission, appointed by the Minister 
under subsection (3) of Section 94 of the 
Act; 

“the Commission” means the British Trans- 
port Commission; 

“Executive” means an Executive estab- 
lished by or under Section 5 of the Act; 
“financial year” means a year ending with 
the 31st December of that year; 


“the Minister” means the Minister of 
Transport. 


2. The auditors shall examine the books, ac- 


counts and records of the Commission and 

shall report: 

(a) whether they have obtained all the in- 
formation and explanations which to the 
best of their knowledge and belief were 
necessary for the purposes of their 
audit; 

(b) whether in their opinion proper books 
of account and other records in relation 
thereto have been kept by the Com- 
mission so far as appears from their 
examination of those books and records, 
and whether proper returns adequate 
for the purposes of their audit have been 
received from every Executive and de- 
partment of the Commission, whose 
accounts have been examined and re- 
ported upon by such auditors or forms 
of auditors appointed by the Commis- 
sion as are referred to in paragraph 3, of 
this scheme; and 

(c) (i) whether the balance sheet and 
revenue account for the financial year, 
and any other account required to be 
included in the Commission’s annual 
statement of accounts for that year are 
in agreement with the said books of ac- 
count and records and with the returns 
examined and reported upon as afore- 
said; and 
(ii) whether in their opinion and to the 
best of their information and according 
to the explanations given to them the 
said balance sheet gives a true and fair 
view of the state of the Commission’s 
affairs at the end of the financial year 
and the said revenue account gives a 
true and fair view of the operating re- 
sults and the profit or loss for the said 
year, and any other such account gives 
a true and fair view of the matters to 
which it relates. 


3. The Commission having expressed their 


intention of appointing, so far as practicable, 
professional auditors or firms of auditors to 
audit on their behalf the books and records 
of the Executives and departments of the 
Commission, the auditors are authorized, to 
the extent which is in their judgment reason- 
able; to rely for the purposes of their audit 
upon the audits carried out by any auditors 
or firms of auditors appointed by the Com- 
mission to carry out such audits, provided 
that: 


(a) the auditors approve the general lines 
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of the work carried out by any such 
auditor or firm of auditors; 

(b) the auditors are furnished by any such 
auditor or firm of auditors with answers 
to such inquiries and with such further 
information and explanations as they 
may require; and 

(c) the Commission comply with the pro- 
visions of paragraph 4 of this scheme. 

4, The Commission shall maintain proper sys- 
tems of internal check and after consulta- 
tion with the auditors shall take steps to en- 
sure that integration of the programmes of 
professional audit and the provision of such 
liaison as may be necessary between the 
auditors and any such auditors or firms of 
auditors appointed by the Commission as 
are referred to in paragraph 3 of this scheme. 

. This scheme may be revoked or varied by 
any later scheme approved by the Minister: 

(a) as respects any financial year commenc- 
ing on or after the 1st January next fol- 
lowing the date upon which the later 
scheme is so approved; 

(b) as respects any financial year commenc- 
ing on or after the ist January next 
preceding the date upon which the 
later scheme is so approved if that 
scheme is so approved not later than 
the 1st February in that year; or 

(c) if in exercise of his powers under sub- 
section (3) of Section 94 of the Act, the 
Minister directs that the accounts of 
the Commission as respects any part of 
their undertaking specified in the di- 
rective shall be separately audited. 


on 


The Iron and Steel Bill contains im- 
portant provisions covering accounts and 
auditors which are summarized below: 


The Corporation is to keep proper accounts 
and other records and prepare an annual financial 
statement. Consolidated accounts dealing with 
the Corporation and publicly-owned companies 
as a whole are also to be prepared but the diffi- 
culty of accomplishing this is recognized by re- 
quiring them in respect to the first financial year 
“in which it is practicable,” and thereafter an- 
nually. Accounts must be in a form which con- 
forms with the best commercial standards, and 
are to be audited by auditors appointed by the 
Minister in respect of each financial year. No per- 
son may be appointed an auditor unless he is a 
member of either the Institute of Chartered Ac- 
countants in England and Wales, the Society of 
Incorporated Accountants and Auditors, the 


Society of Accountants in Edinburgh, the Insti- 
tute of Accountants and actuaries in Glasgow, 
the Society of Accountants in Aberdeen, the 
Association of Certified and Corporate Account- 
ants, or the Institute of Chartered Accountants 
in Ireland. 

Clause 35 provides that the Corporation and 
publicly-owned companies are to charge to rev- 
enue all proper revenue charges including proper 
provision for depreciation or renewal of assets. 
The audited accounts, together with a copy of the 
auditors’ report, are to be submitted to the Min- 
ister who is required to lay them before Parlia- 
ment. Copies are to be made available to the 
public at a reasonable price. In addition, statis- 
tics and returns relating to each of the principal 
activities of the Corporation and the publicly- 
owned companies are to be published periodically. 

Clause 33 provides that without prejudice to 
the Corporation’s power to establish appropriate 
reserves for replacements and other purposes, it 
shall establish and maintain a general reserve. 
The purposes of this reserve are declared to in- 
clude the checking of undue fluctuations in the 
prices of the Corporation’s products and the 
financing of capital works. 

Clause 34 permits the investment of surplus 
funds in such manner as the Corporation thinks 
proper, but a proviso prevents the power being 
used to make undue incursions into other fields 
by prohibiting investments which would result 
in the Corporation becoming a holding company 
of another company or exercising an effective 
influence on its policy. It is to be noted that Clause 
2 gives the Corporation power, inter alia, to carry 
on any of the activities authorized by the mem- 
orandum of association of any publicly-owned 
company, and may even alter a memorandum 
with the consent of the Minister and of the Court. 
Since the “objects” of many of the companies to 
be taken over by the State are extremely wide, 
there will be little the corporation will be unable 
to undertake if it wishes to do so. 

Clause 18 deals with payments to the holders of 
securities compulsorily transferred and involves 
the certification of the net revenue for the final 
financial period. This is to be given by the auditor 
or auditors concerned and not by auditors ap- 
pointed by the President of the Institute as in the 
case of the Transport Act and the Gas Act. 


Comprising 420 pages, including 90 
pages of accounts alone, the first annual 
report of the British Transport Commis- 
sion was indicative of the problems of 
providing accounts both in consolidated 
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form and separately for the various princi- 
pal activities of the Commission.’ Al- 
though the information offered was of a 
detailed nature, comparability with pre- 
nationalization figures was impracticable; 
in addition, it was found to be impossible 
to provide accounts separately for regions 
and services. Professional auditors of the 
Commission’s accounts, now usually re- 
ferred to as the main auditors, relied upon 
examinations of separate parts of the un- 
dertaking made by other professional 
firms. There were, in fact, about 130 firms 
of professional auditors appointed by the 
Transport Commission. 

Referring to the content of early annual 
reports of nationalized industries, Sir 
Russell Kettle, President of the Institute 
of Chartered Accountants, declared :° 


All this information is admirable from the 
point of view of management and expert financial 
reviewer and no doubt the takeover from private 
enterprise involved many administrative diff- 
culties and accounting complexities, to which 
reference and explanation are necessary. 

It seems desirable, however, that something in 
the form of abbreviated and simplified reports and 
accounts should in future be made available for 
the general public at a nominal charge. Unless 
this is done it will, I am afraid, continue to be 
impossible for a layman reading these volumes to 
distinguish the wood from the trees. ... 

Apart from the necessity of simple but ade- 
quate records to show financial position, results and 
trends, some concern is being felt as to whether 
there exist effective means for the protection of 
the public, such as are possessed by sharehold- 
ers over the affairs of public companies. The cor- 
rectives of competition in quality and price and 
the financial risks undertaken by shareholders 
have been removed and replaced by admonitions 
to the Boards to make supplies and services 
available at such prices as will further the public 
interest, and by power to raise their revenues for 
the purposes of meeting their outgoings on an 
average of good and bad years. A yardstick of 
efficiency no longer exists and many people are 


7 British Transport Commission, Report and Ac- 
counts for 1948, op. cit. 

® Address before the South Wales and Monmouth- 
shire Society of Chartered Accountants, Cardiff, Wales, 
January, 1950. 


beginning to wonder whether the efficiency con- 
trol and management of such huge organizations 
are within the capacity of any Board... . 

It seems to me that what is needed in addition 
to the financial audit of the accounts is some 
machinery to provide more efficient means for 
keeping the policy and operations of the national 
boards under continuous and critical review. Any 
body charged with these functions should not be 
appointed by the Minister. It should have wide 
powers of investigation and inquiry and be able 
to employ accounting and other experts. It would 
report to the appropriate Minister, and its re- 
ports should be submitted to and considered by 
Parliament in conjunction with the report of the 
respective nationalized boards. 


Nationalization of a large segment of 
British industry inevitably led to the 
concentration of audit engagements in the 
hands of large accounting partnerships to 
the virtual exclusion of the smaller firms 
previously appointed to this work when 
the industries were operated by large 
numbers of small companies. The audit 
arrangements of the nationalized fields 
differed greatly. As one example, the 
Minister of Fuel and Power appointed a 
single auditing firm to examine the ac- 
counts of the National Coal Board. How- 
ever, the Minister of Fuel and Power ap- 
pointed a different firm of auditors for 
each area board of the British Electricity 
Authority, while the Minister of Trans- 
port approved a scheme of audit for the 
British Transport Commission, already 
mentioned, which provided that the Com- 
mission’s auditors could rely (subject to 
certain safeguards) on audits of the Execu- 
tives and Departments of the Commission 
carried out by auditors appointed by the 
Commission. The Coal Board, however, 
decided against the employment of pro- 
fessional accountants to carry out local 
duties—duties which were technically in- 
ternal audits but which, in practice, were 
comparable with the examination of sub- 
sidiary companies. In contrast, the British 
Electricity Authority was required by law 
to select auditors from the members of the 
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Institute of Chartered Accountants, the 
Society of Incorporated Accountants and 
Auditors, the Three Scottish bodies of 
Chartered Accountants, and the Associa- 
tion of Certified and Corporate Account- 
ants. The Gas Act made a similar provision 
with the addition of membership in the 
Institute of Chartered Accountants in 
Ireland. 

An unsettled question seems to be the 
extent to which detailed work should be 
discharged by independent professional 
accountants or by the nationalized in- 
dustries’ internal auditors. Internal audit- 
ing has developed slowly in Great Britain, 
and few large companies today maintain 
internal auditing staffs. Nationalization 
schemes have greatly advanced the de- 
velopment of this technique, necessitating 
the survey of American methods of inter- 
nal audit which, generally speaking, have 
progressed more rapidly than their British 
counterparts. It is foreseen that British 
accounting societies must devote more at- 
tention in the future to what is commonly 
known as industrial accounting in contrast 
to professional auditing. The problem of 
educating students and articled clerks, and 
the enhancement of specialized research 
are closely connected with the continued 
growth of large-scale business companies 
and the formation of National Boards to 
administer industries taken over by the 
State. These trends undoubtedly will re- 
sult in more and more professionally 
qualified accountants accepting industrial 
appointments in preference to public 
practice with an increase, also, in the pro- 
portion of non-practicing to practicing 
members of professional bodies. 

From the beginning of nationalization 
it has been evident that a proper system 
of accounting and wide publicity were 
essential to the judgment of nationalized 
enterprises. The Accountant pointed out, 
in this connection, that “the overriding 
question of what is to be the yard-stick 
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for the measurement of efficiency is, in 
effect, a challenge to the accountancy 
profession to produce a method which will 
take the place of bankruptcy in weeding 
out inefficiency. Expert costing should not 
find this beyond its powers. . . . As to sub- 
sequent scrutiny, this must be primarily 
the function of Parliament, along the 
lines of the Public Accounts Committee, 
it is to be hoped, by panels of professional 
experts.’”® 

The contrast between reporting for pri- 
vate business companies and for national- 
ized industries was described by one writer 
in the following terms:’° 


Although a number of enlightened companies 
go beyond the present legal requirements and 
some even go further than the future minimum 
standard set by the Companies Act, 1947, it is 
highly unusual for figures of total sales to be pub- 
lished, let alone particulars of manufacturing, 
administrative and selling costs. Indeed, it is 
arguable whether or not this information should 
appear in the accounts published to the world at 
large. A strong case can be made out for the 
proposition that only the end-result of operations 
and current financial condition matter to the 
absentee-proprietor. Of primary importance to 
him are the figure of profit and the disposal of this 
to taxation, allocation to reserves, and dividends 
on various classes of shares. It is also important 
for him to be given some idea of the margin of 
possible error in the profit figure, and this the 
Companies Act aims to do by requiring disclosures 
of changes in “provisions” for expenditure and so 
on, where the amounts required cannot be ascer- 
tained with substantial accuracy. All the regula- 
tions dealing with the presentation of a profit and 
loss account to shareholders are designed to clarify 
the position in relation to earnings and distribu- 
tions from the investment standpoint, and are not 
related to any idea of assessing efficiency by any- 
thing more than the partial text of profitability. 
The main argument in favor of supplying the 
shareholder with details of sales and costs is that 
he would then have a measure of the vulnerability 
of his income by fluctuation. This is measurable 
partly by reference to whether the profit shown 
is a high proportion of sales or is a comparatively 


* Editorial, The Accountant, April 12, 1947, p. 189. 
1° Norris, Harry, “Accounts of Nationalized Indus- 


tries,” Accountancy, May 1948, pp. 98-99. 
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narrow margin between very large sales and very 
heavy costs....It is clear that if nationalized 
undertakings are to be required to publish ac- 
counts in such form as will enable the public to 
judge their efficiency, they will be asked to do 
something more than is usual in normal commer- 
cial practice. 

The accounts of British nationalized 
industries include a balance sheet and a 
profit and loss statement, supported usual- 
ly by schedules of assets and liabilities 
and revenue account details. Most of the 
Public Corporations summarize the finan- 
cial results of the year in an introductory 
statement to the annual accounts, offering 
analyses of profits and losses, sales and 
other income, expenditure, and assets and 
liabilities. The accounts of each national- 
ized enterprise are submitted to Parliament 
once a year, with representatives of the 
field asked to appear before the Public 
Accounts Committee to enlarge on data; 
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the accounts later are debated in the 
House of Commons. 

Although the nationalization program 
of the Labor Party has been bitterly as. 
sailed by a wide range of writers, few 
people have taken issue with the auditing 
and reporting practices of publicly-con- 
trolled companies. As reporting for nation- 
alized industries is in its first stage of de- 
velopment, it is foreseen that additional 
attention will have to be devoted to the 
internal audit, with the aim of improving 
corporate records, and to the independent 
audit, with the view of placing protection 
of the public interest above all other con- 
siderations. Through these changes not 
only will auditing techniques be enlarged 
and refined but the literature of the field 
will be expanded far beyond the limits im- 
posed by the traditional examination of 
British private and public companies. 
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GOOD JUDGMENT AND PUBLIC 


ACCOUNTING PRACTICE 


L. CAMPFIELD 
Lecturer, University of San Francisco 


dustrial living that accounting meth- 

odology may be applied to the eco- 
nomic aspects of any group of transactions 
which are important enough to be evalu- 
ated, classified, and summarized as the 
basis for guidance of some person or per- 
sons. While it is true that the economic 
aspects of living are not the only important 
phase of human effort and activity they 
are, nevertheless, present in practically 
all activities involving the provisions of 
goods and services, Hence, accounting 
technique is not something completely 
separate from the facts of every day exist- 
ence. 

Broadly conceived, every entry made 
according to accounting methodology is 
the result of a human judgment based, 
primarily, on an attempt to arrange a 
heterogeneous mass of economic data item 
by item according to a logically consistent 
scheme. This judgment in the first in- 
stance centers around an administrative 
determination of whether a transaction or 
transactions should be undertaken and in 
the second instance on a refitting of the 
money facts regarding the transactions in- 
to the accounting pattern of the business 
entity concerned. This money calculus is, 
as one writer has succinctly stated, “the 
crystallization of a definite and clearly 
articulated rationalizing process.’ 

It has been stated often and in many 
places that the whole value of the work 
involved in the practice of the profession 
of public accounting is dependent upon 


[' IS A COMMONPLACE of modern in- 


_ | Arthur S. Dewing, The Financial Policy of Corpora- 
tions, Vol. 1. The Ronald Press Company, New York, 
1941, p. 532. 


the proper exercise of judgment. If this 
can be accepted as a proper statement 
then it behooves the collective members of 
the accounting profession to inquire dili- 
gently into the methods by which public 
accountants develop and build desirable 
judging qualities and abilities and study 
the manner in which they apply these 
abilities in specific areas of their profes- 
sional practice. 

Many of the public accountant’s de- 
cisions or judgments have to do with the 
extent of the work which he will perform 
in order to arrive at an informed opinion. 
Obviously, errors of judgment in these 
circumstances will cause a considerable 
wastage of valuable time. In other in- 
stances, judgments relate to questions of 
accounting principles and the mode of 
applying these principles. Material mis- 
takes in these instances may well destroy 
the esteem in which public accountants 
are generally held. In still other, and more 
frequent, instances the public accountant’s 
decisions must be based upon the integrity 
and reliability of those with whom he 
comes in contact in the course of his field 
work. Errors of judgment in appraising 
these qualities in others would be serious 
indeed. Hence, it would appear evident 
that an aspiring candidate who had neither 
acquired nor demonstrated ability to de- 
velop the faculty of sound judgment would 
represent rather poor material for the pro- 
fession of public accounting. 

The major task of public accountants, 
individually and collectively, would seem 
clear. That task is one of so developing 
through study and so improving through 
experience as to perfect their judgments 
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and give authority to their expressions 
that the entire business community will 
instinctively and with confidence turn to 
public accountants for any of the services 
they seek to render. 


CERTAIN ATTRIBUTES ARE PREREQUI- 
SITE TO THE APPLICATION OF 
ACCOUNTING KNOWLEDGE 


In common with other professional men, 
public accountants must possess a sense 
of responsiblity to society and be able to 
exercise sound judgment in the broad 
areas of life’s activities of which their 
field of specialization is but a microcosm. 
Many of the basic qualities such as re- 
sourcefulness, initiative, self-reliance, well 
formed habits of orderly approach to 
problems etc., so essential to any successful 
undertaking will be required of public ac- 
countants just as they are required for 
any other professional personnel. A pro- 
gram for training and developing public 
accountants can, at best, only take the 
product of antecedent agencies of society 
and nurture and augment the basic habits 
there implanted. 

In a broad sense we may state that the 
proper development of a public accountant 
requires that he acquire an adequate 
general education together with a knowl- 
edge of the specialized skills and techniques 
essential to the efficient pursuit of public 
accounting. But it is to be noted that 
knowledge alone is insufficient to assure 
that this information will be used in a 
sound manner in the rendition of profes- 
sional service. 

In public accounting practice, the neces- 
sity for possessing an analytical ability 
must be given a high priority. This abil- 
ity, it has been well stated, consists of a 
faculty for arranging facts understanding- 
ly plus a faculty for understanding the 
facts as arranged.” A facility for associat- 


* Accounting Exchange, edited by A. C. Littleton, 
Tue Accountinc Review, April, 1944, p. 196. 


ing the money facts with which accounting 
deals will require an ability to ascertain 
and comprehend quickly relative propor- 
tions among money figures, to ascribe 
meaning to these figures, to relate these 
figures to ideas, actions, policies and effects 
and to judge relative significance among 
these various elements. It is not amiss to 
state that an adequate treatment of ac- 
counting facts requires an imaginative 
perception which penetrates the money 
figures unto the ideas and potentialities 
lying behind them. 

Upon a background of analytical ability 
ingrained in the prospective public ac- 
countant, a training program should en- 
courage the development of facility in the 
use and communication of figure data. 
In the first instance this means adeptness 
in computations and calculations. In the 
latter instance, it implies ability to write 
and express ideas concisely, clearly, and 
correctly. A person who reasons adequate- 
ly in forming his own opinions will gener- 
ally reason appropriately in communicat- 
ing these opinions to other persons. Hence, 
it is to be desired that a program designed 
to train prospective public accountants 
in the acquisition of analytical ability will 
also place a large degree of emphasis upon 
conditioning in communicative expression. 
These attributes of analytical ability and 
adequate communicative expression when 
taken with diverse aspects of accounting 
knowledge and skills should augur well for 
the development of a professional com- 
petence assuring well reasoned opinions 
by public accountants so trained. 

In a general sense, anything has educa- 
tional value which better enables a man 
to react rationally in his attack on his en- 
vironment. The well trained man is one 
with a good sense of balance and propor- 
tion. Balance is one of the key thoughts 
associated with a concept of sound judg- 
ment. With it a person perceives himself 
and his environment in true perspective. 
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Without it, his attack on his environment 
will be aimlessly made and futile. 

Perhaps public reaction to accounting 
ideas would be better if the application 
of accounting principles and procedures 
was disclosed convincingly as resting upon 
strong rational grounds and well defined 
concepts of public good. It would also 
help to clearly reveal that public account- 
ants have been inculcated with an acknowl- 
edged obligation to judge wisely, without 
fear or favor, the consequences of account- 
ing policies and accounting actions as ef- 
fected in business enterprises coming under 
their professional examination and review. 
Manifestly, the need for this demonstra- 
tion is a provocative challenge to account- 
ing practitioner and educator alike. 


AN UNDERSTANDING OF THE NATURE OF 
THE REASONING PROCESS IS 
ESSENTIAL TO A TRAINING 
PROGRAM 


We should expect that any program 
for developing ability in public account- 
ants to render sound judgments will be 
founded first upon a clear cut understand- 
ing of the thinking process in general and 
the primary way in which judgments are de- 
rived during this process; and, secondly up- 
on well tested methodology for training and 
encouraging careful thinkingand reasoning. 

Thinking is only too often considered 
to be a natural, spontaneous process of 
the mind. But thinking arises only be- 
cause there is something specific which 
occasions it or evokes it. A mere succes- 
sion of ideas, even though they may be 
related, is not necessarily desirable think- 
ing. The ideas may not have any vital 
connection with the problem at hand. 
Therefore, prospective judgers of account- 
ing matters, if they are adequately trained, 
should be conditioned to select the essen- 
tial factors in a problem-situation and 
interrelate them to the specific problem at 
hand. 


Thinking originates with a problem or 
situation calling for resolution. And it is 
important, in this connection, to empha- 
size the need for ability to discern prob- 
lems as well as the acquisition of power to 
resolve them after they are discovered. 
Problems do not just reveal themselves. 
They are the result of a constantly evolv- 
ing society. In a static society where there 
are no difficulties or need for resolving 
problematic situations there would be no 
thinking. Actions would likely be purely 
instinctive and mechanical. Because man’s 
environment is constantly changing, he 
must perforce reason if he is to rise above 
the distinctive animalistic actions char- 
acterizing lower and non-reasoning forms 
of life. 

Ascertaining problem situations pre- 
supposes special ability and training. 
Problems will pass unnoticed and unsolved 
by those who have not been trained to see 
them. Ability to discern problems is special 
and specific. Rare indeed is the person 
who can discern problems equally well in 
different lines of endeavor. Capacity to 
comprehend a problem involves getting 
its meaning; and understanding meaning 
requires first, knowledge of all of the 
details of the problem and secondly, facil- 
ity in interpreting these details in their 
relation to one another and to the total 
problem-situation.® 

Many persons will think reasonably 
adequately within a narrow range but will 
finally prove unsuccessful because they 
are mentally myopic. Unable to secure a 
clear vision into the distance or into the 
future, they keep their attention and their 
thoughts fixed upon difficulties close at 
hand and thus fail to see the larger aspects 
of their problems. A military commander 
whose vision is restricted most assuredly 
will never become a great strategist even 
though he may be an excellent tactician. 


3 Edgar J. Swift, Business Power through Psychology, 
Charles Scribner’s Sons, New York, 1925, p. 260. 
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The analogy would apply equally to the 
professional accountant who always looks 
at the pressing nearby problems but does 
not gaze reflectively far into the future. 

Thinking, as we have indicated, in- 
volves discerning relations between data 
or events and the relations which a person 
sees must lead to decisions or judgments. 
When a person is thinking he is continually 
advancing in his conclusions and altering 
his tentative opinions. This is a test of 
sound thinking, for new knowledge, if 
clearly understood, must change one’s 
tentative decisions. 

Sound thinking requires a selection of 
the essential factors in a problematic 
matter and an interrelating of these factors 
to one another as well as ascertaining their 
meaning for the problem at hand. Finding 
the pertinent factors in a problem-situa- 
tion is the beginning of thinking. But the 
relevant data are rarely visible to the 
untrained mind. A person may have in- 
formation or knowledge in abundance but 
lack of ability to apply this knowledge to 
a problem at issue will result in faulty 
thinking. It is obvious, therefore, that 
guarantees of reasonably sound thinking 
on the part of public accountants can only 
rest upon demonstration that their train- 
ing has been so designed as to consciously 
inculcate in them ability to appropriately 
and skillfully apply knowledge. 


SOME BROAD AREAS OF TRAINING 
THAT NEED EMPHASIS 


In order to improve the ability of train- 
ees to render sound judgments, a teacher- 
trainer must not only understand the na- 
ture of judgment and the process by which 
it is formed but also must be familiar with 
the overall process by which learning 
takes place. The learning process concerns 
itself with utilizing past experiences to 
make new experience more easy, intelligi- 
ble, and useful to the individual. The 
learning process, therefore, is nothing more 


than a process of reacting and adjusting 
to a person’s environment. 

The extent to which a person will fruit- 
fully use past experience will depend upon 
the effective operation of the laws of learn- 
ing. These laws can be thought of as ab- 
stract statements about the means by 
which a person picks out and builds up 
out of the constant flux of new and varied 
experiences those experiences which from 
the individual’s point of view will be 
satisfying enough to repeat, and will merit 
incorporating into his assembled body of 
skills, habits, and methods of dealing with 
various kinds of problems.‘ 

A great deal of learning has to do with 
the solving of problems, the coping with 
new situations. Hence, any program for 
developing capacity for rendering sound 
judgments in situations of progressively 
ascending complexity should confront the 
learner with problematic situations that 
are real; let him search out the relevant 
evidence; permit him to weigh this evi- 
dence and come to a conclusion and, test 
the conclusion so derived. 

A formalized program of education for 
the rendition of sound judgments should 
attempt, in its compression of the experi- 
ences of those who have passed before, to 
train the minds of learners to function 
smoothly and rationally. It should at- 
tempt to develop in the learner a sensitiv- 
ity and alertness to the important distinc- 
tions among the various phases and moods 
of judging so that when, in later endeavors, 
he faces difficult situations, he will have 
experienced the kinds of thoughts that a 
man in the field has to evoke. In other 
words, the learner should learn in order to 

utilize. 

An adequate educational program for 
building good judgmental qualities will 
confront learners with real problem-situa- 


4 Ordway Tead, Human Nature and Management, 
McGraw-Hill Book Company, New York, 1929, p. 6. 
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tions; guide the process by which they 
consider alternative ways of solving the 
situations; offer helpful suggestions on the 
relative merits of the alternatives which 
the learners are considering; and, induce 
the learners to try out and verify their ten- 
tative solutions. 

Perhaps the greatest value of a formal- 
ized school or other organized training 
program is the minimization of the short 
mental vision and poor techniques of the 
learner. The teacher-trainer because of 
his experience in judging countless situa- 
tions is able to correlate for the learner 
many things which for the latter may have 
appeared unrelatable. 

The only tenable program of training 
public accountants to face the many un- 
certainties of a dynamic business world is 
that type which equips them with reason- 
ing ability broad enough in scope to permit 
them to work their way wisely and effec- 
tively out of whatever situations they en- 
counter. This can be assured by continu- 
ously presenting the prospective public 
accountantant with a variety of situations 
of progressive complexity requiring indi- 
vidual solution. 


CONCLUSION 


The evolving nature of business enter- 
prise over the past half century has been 
such that public accountants who expect 
to occupy positions of influence in or with 
regard to individual business enterprises 
must be prepared to exercise sound judg- 
ment in a variety of new, novel, and, oft- 
times, perplexing situations confronting 
these enterprises. The importance, there- 
fore, of adequate training for the judg- 
mental role is apparent. 

Obviously, a college training program 
for public accounting practice cannot alone 
furnish an experience so extensive and 
simultaneously so intensive as to guaran- 
tee that its trainees will be able to solve 
reasonably all situations that arise in their 
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professional careers. However, such pro- 
grams can furnish the trainee with the 
fundamental general knowledge which he 
needs in following public practice and can 
give him sufficient training in analyzing 
facts and events in such a way as to en- 
able him to form sound judgments and 
deal with unusual situations as well as 
routine problems. 

Accredited schools of business existing 
in this country are generally well equipped 
to permit the instilling in trainees of basic 
habits of careful thinking. They are also 
equipped to furnish a broad background 
of compacted, vicarious experience drawn 
from life in general and from the accumu- 
lated experiences of professional account- 
ants and others. This task if undertaken 
with careful foresight and implemented 
with adequate text material and problems 
by teachers of experience will assure as a 
minimum that graduates of such schools 
will have been given not only a reasonable 
degree of exercise in thinking out general 
problems of life but in thinking profession- 
al accounting thoughts as well. 

Training for the public accounting pro- 
fession should seek in general to inculcate 
in aspirants the supreme importance of 
developing themselves for responsibility 
and authority. The task of so aiding this 
development is the joint responsibility of 
schools of business and members of the 
accounting profession, individually and 
collectively. A co-ordinated and co-opera- 
tive training program should develop and 
improve the following qualities basic to 
the rendition of sound judgments on mat- 
ters within the competence of the public 
accountant: 

1. A keen sense for facts arranged to 
reflect orderliness and efficient or- 
ganization. This attribute requires 
accuracy in observation, in thinking, 
and in expression. 

2. The power to discriminate between 
alternatives. 
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3. An ability to judge relevancy, ade- 
quacy, and significance of a group of 
data to a problem at issue. 

4. An ability to grow from experience 
and to exercise one’s mind in con- 
structive and imaginative fashion. 


We can be sure that a program of 
training consciously directed toward pro- 
ducing these attributes will, if efficiently 
administered and received, turn out a 
product well fitted to render sound judg- 
ments in his professional work. 

The opportunity for universal confi- 
dence in accounting methods and in public 
accountants’ opinions can persist only if 
the bases of accounting judgments are 
themselves adequately established and 


widely disseminated. A clear cut demon- 
stration by the public accounting profes- 
sion of the continuous use of reasoning, of 
imaginative thinking, and the exercise of 
sound judgment by public accountants 
should disclose a pattern of thinking and 
behavior which reasonable men every- 
where should be willing to accept as desir- 
able. 

It is this belief in the competence and 
integrity of public accountants when 
cemented by good judgment in matters 
that concern their service which, if uni- 
versally held, would give the added force 
and meaning requisite to the community 
wide extension of services by public ac- 
countants. 
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TEACHING OF 


SOME CURRENT PROBLEMS IN THE 


ACCOUNTING* 


Harry D. KERRIGAN 
Professor, University of Connecticut 


lems can be packaged into a single 

proposition—we must pay more 
attention to improving the minds of our 
students. The way to accomplish this is to 
teach more theory, less mechanics, and do 
more research. 


QO: MOST important current prob- 


MORE THEORY 


We are rich in methods and procedures, 
and poor in theory. Today theory is better 
than it was, yet it is not anywhere near 
as adequate as it should be. And the teach- 
ing of theory is in an even less satisfactory 
state, for it has not fully availed itself of 
such materials on theory as do exist. 


First Stage of Development 


Accounting is passing through the famil- 
iar stages that other and older fields have 
traversed in their development. This fact 
is amply illustrated by the histories of 
medicine, law, and engineering, to men- 
tion but a few. In accounting, as in other 
fields, practice preceded theory. Practice 
went forward on a hit-and-miss basis, but 
it went forward. There was no ready 
reference to a body of carefully reasoned 
principles, and there was no time, under 
the press of everyday business, to develop 
one. In the first stage of accounting de- 
velopment, about the only steadying factor 
was the high caliber of the men engaged in 
evolving practice. These men mostly relied 
on their common sense to solve problems. 
The few theories that did find written 
expression—in the journals and in the 


* This paper was presented before the New England 
Conference of Accounting Teachers, held June 28-30, 
1951, at Massachusetts Institute of Technology. 


books of the time—were incomplete, hazy, 
and confused. 


Second Stage 


Modern accounting is now struggling 
through the second stage of its develop- 
ment, the stage of criticism. The criticism 
is mostly of practice—including termi- 
nological disputes—but criticism has also 
been made and received on such fragments 
of theory as we find in written form. The 
present stage of criticism has indeed been a 
long one. And the end is not yet. Even 
the briefest allusion to this period will show 
its hectic nature. This is by itself an ex- 
planation of why the second stage has 
lasted so long, thereby delaying the emer- 
gence of the third and final stage of a field 
of discipline. In that next stage we may 
hope to see formulated, along scientific 
lines, a body of definitive principles, the 
hallmark of all disciplines which have come 
of age. 


Influencing Factors 


The present stage of accounting de- 
velopment began, we may assume, with 
problems of complying with the first law 
taxing income back in 1913. For the first 
time, the necessity of keeping books “‘in a 
certain manner’—even of keeping books 
at all—drew universal attention—and 
critical evaluation. The period of criti- 
cism was further influenced by the busi- 
ness upheavals brought on by two world 
wars, and the booms and busts of business 
which occurred between the years of war. 
It was affected also by the impact of an 
over-all era of tremendous economic ex- 
pansion. This era was marked especially 
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by the rise of the large corporation, with 
large numbers of people under its employ, 
vast properties either owned or controlled 
and seemingly set to operate in perpetu- 
ity, wielding power commensurate with 
its position on any matter bearing on its 
well-being, including the very crucial mat- 
ter of its accounts. The present stage has 
also changed course and shifted emphasis 
by reason of an ever tightening trend of 
governmental regulation, and ever in- 
creasing burden of taxation on concerns 
and individuals alike. Finally, this period 
has seen—and been affected by—the 
growth of accounting in academic status— 
a growth too rapid for rational develop- 
ment. 

Our concern at this point is with the 
common attribute of all of the foregoing 
factors: they have increased the tempo of 
change. No doubt these factors have, as a 
result, slowed down the emergence of the 
third and final stage in which accounting 
can take its place among the disciplines 
that have matured. The factors mentioned 
cannot, however, be charged with the 
entire blame. As causes of rapid change, 
they have contributed to unsettling effects 
but, in a mood for stock-taking, we must 
ask if, on the evidence, accountants them- 
selves are not to answer for part of the 
blame. Lest we be misunderstood, the stage 
which we thus far have failed to reach is a 
stage of theory conceived not as rigid dog- 
ma, unchangeable with changing condi- 
tions, but theory as essentially a body of 
carefully reasoned, inclusive principles, as 
valid as the conditions on which they were 
first formulated, and as changeable as the 
underlying factors. 


Evidence of Second Stage 


Evidence that the stage of criticism is 
still very much with us is to be found in 
the written word: the books and articles, 
the reports of proceedings of accounting 
meetings, and the discussions and rulings 


of judges, lawmakers, and government 
officials. Since even a brief sketch of all 
of these sources is beyond the limits of 
this paper, remarks will be confined to 
books and articles. Besides, the other 
sources sooner or later make their mark on 
books and articles. 

Consider, first, the books of the present 
stage of criticism. And include in them the 
books known as best-sellers. Many of these 
books approach in length the 1,000-page 
mark. A large proportion of them have 
gone through several printings—and 
editions—indicating wide acceptance. Yet 
hardly any of them contribute to theory. 
Try this simple test, and see for yourself. 
Select one of your favorite themes. Then 
try, if you can, to find a book which shows 
a pertinent passage worth quoting. It has 
been the fashion of the present stage to 
keep at a minimum in the textbooks any 
expressions of theory, if it is allowed any 
room at all. It has been the fashion of the 
period to write books—and teach out of 
books—of a mold that is in its essential 
pattern at least thirty years old. 

Consider next the parade of the peri- 
odicals. The Journal of Accountancy, a 
montly publication, is the official organ of 
the professional public accountants. Each 
issue carries many departments which vie 
with each other in heroic passes at trying 
to be of service to subscribers. Each issue 
leaves all of us greatly impressed with the 
news columns, editorial columns, discus- 
sion columns, and advertising columns. 
Notwithstanding all this, the contributions 
to theory are small compared with the 
other services offered. There is also a 
quarterly journal which features the 
academic side of accounting. This organ 
serves well enough as a public interchange 
of ideas. Wish that more of the important 
pieces, however, in treating a problem, 
did not convey to the reader the impres- 
sion by what was said and how it was said 
that the author needed more time than he 


too! 
An 
piec 
give 
pro 
for 
fielc 
cost 
cial 
an 
the: 
pra 
cide 
att 
Lite 
of 
Ne: 
a | 
stré 
tio 
boc 
to 
of 1 
pea 
tre 
so 
Ca 
aft 
th 
no 
Ha 
bo 
mo 
an 
ge 
a 

of 
pe 
ye 
ac 
bo 


Problems in Teaching of Accounting 81 


took and more research than he made. 
And wish, too, that more of the lesser 
pieces served a larger purpose than to 
give their authors exercise preliminary to 
producing something better later. 

There are other periodicals, avowedly 
for some special segment of the practical 
field. Thus there are special journals for 
cost accountants, tax accountants, finan- 
cial accountants, internal accountants, 
and governmental accountants. All of 
these are frankly busy with reporting 
practice. Occasionally—and then only in- 
cidentally—will one find on their pages 
attention to theory. 


Literature Not Entirely Barren 


The literature of accounting theory is, 
of course, not as barren as just pictured. 
Nearly thirty years ago, Paton published 
a book on accounting postulates, which, 
strangely, has gone but through one edi- 
tion. In his subsequent works—of the text 
book type—he has made singular attempts 
to clothe his discussions with implications 
of theory. Some twenty-five years ago ap- 
peared two books which are more like 
treatises than texts. One discussed the 
economics of accountancy, and in doing 
so gave an illuminating account. But 
Canning, the author of that work, soon 
after forsook the field of accounting for 
the sister field of statistics, and we have 
not heard from him since. The other work, 
Hatfield’s second edition of his famous 
book originally published in 1909, paid 
more attention to what the law said than 
any book written before or since in the 
general field. A dozen years ago appeared 
a useful compilation of what author Gil- 
man chose to call “accounting concepts 
of profit.” And about the same time ap- 
peared May’s book distilling nearly fifty 
years of executive experience in public 
accounting. 

Such is the list of suggestions of notable 
book-length expositions of theory. It is 


regrettably short. It is fortunately sup- 
plemented to some extent by efforts of 
monographic form and length, and by 
scattered articles. The first to come to 
mind is Sweeney’s provocative study and 
views on the place of appraisals in the 
scheme of accounts. Littleton’s history 
stopped with 1900, though written many 
years later, but is of interest to the theorist 
for demonstrating the way the services of 
accounting expanded with the needs of 
commerce. Moving a little more toward 
the present, we recall the appearance, some 
fifteen years ago, of Preinreich’s study of 
corporate dividends, and a few years later 
Paton and Littleton’s monograph on ac- 
counting standards. This list should close 
with mention of Mason’s study of depreci- 
tion accounting, Moonitz’s study of con- 
solidated statements, and the very recent 
publications (two pieces so far) on concepts 
of income by May and others. Turning 
to the articles, it is somewhat risky to list 
names in a brief sketch, but certainly 
the writings of Littleton, Kohler, Dohr, 
Blough, Kracke, Greer, Sanders, Husband, 
Rorem, D. R. Scott, R. C. Jones, and W. 
J. Graham, stopping with an even dozen, 
are representative of efforts of writing on 
theory. 

A curious development is seen in at- 
tempts—in two different forms—to com- 
pose rules for procedure. These attempts 
would not belong in a listing of theoretical 
efforts in the present period were it not 
for the fact that both of them afford im- 
portant source material for the theorist. 
The first to be mentioned is a highly con- 
densed pronouncement by the American 
Accounting Association, which first ap- 
peared in 1936 but has since gone through 
several drafts. Latterly, a team of account- 
ants has set about theorizing on some of 
the points contained in the pronounce- 
ment. The other attempt, much more elab- 
orate, is issued in series in bulletin form, 
some forty-three numbers having been 
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put out so far in a period of thirteen years, 
and presented as a service to the profes- 
sion of public accountants by the American 
Institute of Accountants. 


Present Status—N et 


Today, the force behind most generally 
accepted methods is the force of convention, 
not that of logical reason. About all that can 
be said for a generally accepted method is 
that accountants have mutually accepted 
it as a binding rule. How much worth-while 
reasoning lies behind the method is not 
made the crucial test of general accepta- 
bility. And a binding rule is, it is usually 
discovered, not so binding after all, inas- 
much as it is but one of several alternatives 
open to choice, all being generally recog- 
nized. In the end, the situation is reduced 
to a piecemeal judgment of individual 
cases, which are countless in number and 
infinite in variety. Take, for example, the 
all-important question of an income con- 
cept and the problem of its measurement. 
As one writer put it—in keeping with the 
spirit of criticism of the present stage— 
what is set out as a year’s net income is a 
fact in only the sense that it is a figure— 
a figure which the accountant ends with 
after applying the procedures he has 
adopted. Or, as still another critic wrote: 
the significance of net income is the alge- 
braic sum of the separate significances of 
each of the multifarious methods employed 
in a particular case.! 

Such is the status of the written word, as 
I find it, on accounting theory. The 


1 A nationally prominent public accountant who read 
this passage commented that “the exponents of account- 
ing as a tool of business management”’ have served to 
distract attention from theory, ‘and so of course did the 
emphasis on auditing. .. . For many years I have felt 
that the profession must increase the intellectual con- 


tent of its work or face the loss of one part: .. toa 
bureaucracy and the other part . . . to analysts. I think 
also that the study of accountancy (by mature outsiders 
such as lawyers and judges, in line with their regular 
work) ...is another cause for concern, for it reveals 
the shallowness of much accounting thought. . . .” 


status of the teaching of theory I find 
even less satisfactory. Granted that the 
cataclysmic changes alluded to above have 
kept teachers busy catching up with their 
ever increasing responsibilities. Granted 
that they have not had much time, under 
the circumstances, to settle down to a 
period of comparative calm for thinking 
and perhaps of expressing themselves on 
theory. This explains, but does it explain 
fully? An explanation is also to be found 
in the type of teacher on our accounting 
staffs: in his background training, experi- 
ence, and intellectual interest. 

Consider the portrait of a typical and 
influential teacher. He probably is in his 
forties or fifties. He probably is an ex- 
public accountant, or a part-time public 
accountant. If he is the latter, he com- 
bines teaching with the practice of his 
profession. Does this dual activity meet 
the test of soundness? It may be said, in 
reply, that a dual arrangement of this 
kind has been found to be necessary and 
even desirable in other fields, notably law 
and medicine. It is well known, for ex- 
ample, that law schools encourage their 
teachers to practice law professionally 
and what professor of law does not aspire 
for a judgeship somewhere, sometime? 
There is, however, an important difference 
between a matured field such as law and 
a field still in the stage of criticism such as 
accounting. The field of law has already 
entered its third and final stage. It has 
the organization, the philosophy, the 
scientific apparatus for research, as well 
as techniques, procedures, and methods. 
The field of accounting does not. And 
what of a previous record of public ac- 
counting as a prerequisite to becoming 4 
teacher of accounting? Usually, this prepa- 
ration is embodied in at least several 
years of professional practice, the earning 
of a CPA certificate, and post-graduate 
study ending with a Master’s degree. 
This kind of background is no doubt good 
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as far as it goes. The question is whether 
it goes far enough. 

Can it be said that the above portraits 
of the typical and influential teacher of 
today—in either of the variations noted 
—are comparable with the training, ex- 
perience, and intellectual orientation of 
the men of the faculties of law, medicine, 
or engineering? However you may be in- 
clined to answer that question, it is true 
that the prototype referred to has so far, 
and in the main, shown a marked inapti- 
tude for theory. In all fairness, it should 
be suggested that this inaptitude probably 
is a matter of temperament, a disdain for 
dreaming, an admiration for doing, rather 
than a matter of free choice. This much 
seems definite enough. Our teaching proto- 
type has so far shown an unwillingness to 
undergo the sacrifices required of a rigor- 
ous study of theory, which, of course, is a 
prerequisite to a rigorous teaching of 
theory. The evidence of this is the cur- 
riculum which he has set up, the textbook 
which he uses (or writes), and the staff 
he selects. 


LESS MECHANICS 


Our miniscule effort at building a struc- 
ture of theory is no match to our moun- 
tain of achievement in devising procedures 
and methods. 

Some critics believe that on the evi- 
dence accountants really do not feel the 
need for a structure of theory. All that is 
needed are general rules to guide practice. 
These rules are evolved out of experience 
and whatever reasoning may be involved 
is axiomatic. Practitioners accept these 
rules as useful to the realization of the 
general purposes of accounts understood 
to be controlling when (and where) the 
tules are being followed, with the proviso 
that the rules do not violate prevailing 
legal and regulatory concepts. If any 
theorizing is to be tolerated, it must keep 
a safe distance behind practice, and stand 
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ready to change as practice changed. Ac- 
counting practice needs such flexibility 
and adaptability to serve its utilitarian 
role in a maximum way. If, in all this, 
there is a seeming lack of stability and 
continuity, that is more than made up 
by accountants’ avowed respect for, and 
belief in, the twin virtues of conservatism 
and consistency. 

I doubt if this view finds much ac- 
ceptance among academicians. (What 
they are doing about it is another story.) 
Theory and practice—the why and how— 
are so closely related that they constitute 
inseparable aspects of the whole of a prob- 
lem. What we do cannot be entirely 
understood, and hence evaluated, unless 
we know why we do it, which calls for a 
theoretical foundation. If procedure be 
the only concern of accountants, they— 
and the fields in which they labor—face 
a constant danger of missing, and there- 
fore condoning, defects of procedure. 
Apart from this, accountants’ usefulness 
rightly extends to interests beyond the 
immediate circle that is the business unit. 
Accountants’ social obligations reach be- 
yond the legal limits of duty to the people 
who have hired them. Their usefulness to 
society would be unwarrantedly circum- 
scribed if they lacked the theory to show 
them what effects, on the so-called out- 
side interests, would flow from a given 
method of doing a thing, or of several al- 
ternative methods of doing it. 

The thesis of this paper is that we 
should lessen our present emphasis on 
mechanics—the procedures and methods 
—and use the released time and energy 
on improving our theoretical structure 
and teaching it. The ways to do this are: 
allow more room for theory and less for 
mechanics in the curriculum; allow more 
room for theory and less for mechanics in 
the textbooks; and re-orient the training 
and intellectual interest of the teacher of 
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Less Mechanics in the Curriculum 


The hold which mechanics has on our ac- 
counting curriculum must alarm anyone 
who stops to observe it. Today, as everyone 
knows, practically the same, standardized 
curriculum is offered by university, resi- 
dent school of accounting and secretarial 
training, and correspondence school. One 
will of course find differences, but the 
similarities are overwhelming. 

It should not be difficult to visualize 
the scope and breadth of the standard 
courses offered nor of the underlying 
textbooks. But it would be difficult to 
deny that neither scope nor breadth is 
broad enough to be of maximum value to 
students of more or less high potentiality. 
Since such students are not by any means 
entirely in the universities, the problem 
mentioned should also be of some concern 
to other types of institutions offering 
training. The problem is to rise above the 
level of departmental techniques and pro- 
cedures often enough throughout the 
educational program to equip students 
for roles as accounting executives and, 
eventually, into even more important 
roles as business administrators. The best 
chance for succeeding along this line is 
to increase the attention paid to theory. 
This could be done simply by making a 
little more room for theory even if it 
meant a little less room for mechanics, in 
each of the standard courses usually of- 
fered. In the case of the universities, to 
this modification might be added two 
new courses. One course would present a 
history of accounting. The other would 
concern itself with accounting riddles, 
the unsettled problems vexing account- 
ants and accounting theorists alike. To 
offset the time and energy devoted to 
these two new courses, students would 
shorten their work in some of the pro- 
cedural studies. 

What are the prospects for the suggested 
changes? The answer is in the hands of 


school administrators and the faculties 
under them. The simplicity of the sug- 
gestions meets more than its match in the 
inertia which exists. There is the ever- 
present clamor of students for the kind of 
training which will most quickly lead to 
higher pay—the training to perform some 
specific task. The possibility that this kind 
of training may be detrimental to his 
eventual interest by confining him and his 
usefulness to a special field of work is a 
matter for a dim and distant future which 
only unusual foresight could evaluate. 
There is also the inertia to rely on the 
textbooks that are available or already 
familiar. Another force to contend with 
is that theoretical material is not nearly 
as “teachable” as mechanics. Finally, 
there is the view that the great majority 
of positions open to graduates is of rela- 
tively minor caliber, the follow-some- 
leader type, largely addressed to matters 
of procedures, techniques, and methods. 
Accordingly, it is held, the standardized 
accounting program of today does the 
greatest good to the greatest number. 
These arguments are indeed formida- 
ble. Several questions do, however, come 
to mind. Is it possible that in some re- 
spects on-a-job training is all a beginner 
needs? If so, and to that extent, there is 
social waste in using educational institu- 
tions—especially universities—for devel- 
oping vocational competence, as to which 
the employing concern not only has— 
and takes—the responsibility anyway, 
but may perform it better. Again, what 
percentage of students choosing account- 
ing as a field of concentration in college 
even get first jobs in that field, to say 
nothing of later transfers to other divi- 
sions of, say, a business concern? It would 
be a distinct disservice to such students 
to keep their training in a deeply techni- 
cal groove, even if they do achieve compe- 
tence in it. In the same vein, what per- 
centage of students today avoid a con- 
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centration in accounting in their college 
days because of the narrow specialization 
required? The final point to be made is 
more of an observation than a question. 
Most professional preparations began in 
much the same way accounting has begun. 
It first took the form of apprenticeship, 
learning by doing under a more experi- 
enced practitioner. As standards of 
preparation were increased, formal school- 
ing became more and more a requirement 
to recognition and, in the ensuing compe- 
tition, a requisite to success. Relentlessly 
the work of raising standards of prepara- 
tion must go on if professional accounting 
is to make secure its position as one of the 
important disciplines alongside medicine, 
law, or engineering. Better training in 
theory, and a more adequate theory in 
which to train, would clearly belong in 
such a trend of things. 


Less Mechanics in the Textbooks 


In the early years of the century, a frame- 
work of accounting theory began to be dis- 
cernible in the works of the Englishmen, 
Dicksee and Dickenson, and of the Ameri- 
cans, Sprague, Hatfield, and Cole. These 
writings turned out to be a “‘cold frame” in 
which seeds grew to planting stage—but 
very few planters were willing to trans- 
plant them into intellectual soil in which 
they could grow further and mature. The 
writings of these men were no doubt con- 
sulted by subsequent writers, but most of 
them took only such help from them as 
they found along mechanical lines. 

The majority of authors whose books 
are in wide use today preferred to follow 
a different pattern. The principal archi- 
tect of this popular structure is Seymour 
Walton, but Baker, R. J. Bennett, Bent- 
ley, Bryant, Gilman, and Tanner con- 
tributed significantly to the complete 
Structure. With few exceptions, books 
written in the last thirty years or more—a 
period almost as old as the stage of 


criticism—have taken this structure for 
granted, introducing innovations, but 
never seriously questioning and changing 
it. And the few exceptions that do exist 
are not among the best sellers. 

Giving a closer look, consider the typi- 
cal text for the first year. Whatever 
innovations on the original pattern that 
it may possess are innovations of me- 
chanics. Thus, there is greater and more 
refined attention to internal control, speci- 
men business forms, certain short-cuts of 
machine methods over former pen-and- 
ink methods, and two-color prints of flow 
charts. In the typical book, indulgences 
in theory are just that—concessions, as if 
by favor, that are to be kept at a mini- 
mum, or, better still, not to be made at 
all. Where a point of theory is yielded, the 
point is made in a most summary manner, 
more incomplete than brief. The fact that 
the flood of post-war books contain, by 
way of extension, treatment of manufac- 
turing cost accounts, consolidated state- 
ments, and payroll taxes, in no wise alters 
the observation that there is insufficient 
attention to theoretical discussions. 

One may argue—plausibly enough— 
that first-year texts should provide the 
mechanical superstructure on which sub- 
sequent study may rest, thereby freeing 
such later studies for advanced treatments, 
including theory. After all, it may be said, 
in a first time around, emphasis, even ex- 
clusive attention, should be given to 
recording techniques—the journals and 
ledgers, and rudimentary mechanics for 
journalizing purchases and sales, pay- 
ments and receipts, end-pertod ‘‘adjust- 
ments” and closings—and the barest 
reference to end-period statements and 
their form, content, and susceptibility to 
analysis. There is an unanswerable criti- 
cism of this view. It is that just about nine 
out of ten students in universities never 
go beyond first-year accounting. Nine 
out of ten students leave their first-year 
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accounting with the memory—and under- 
standing—only of the superstructure of a 
building which is never seen or under- 
stood in finished form. But let us now 
turn to the residual tenth. These students 
do go on to further study. Is the fare they 
meet different from that of the first year? 
One is bound to answer that in the af- 
firmative but to add that it is not differ- 
ent enough. In the second or third time 
around, the advanced treatment given to 
a topic is easily recognized as an advanced 
handling of methodology. In this sense, 
the student receives the same, one-sided 
emphasis he got in the first time around. 
And if an intermediate or advanced book 
gives the impression of discussing theory, 
it is likely to be only an illusion. 

The illusion comes from dressing up 
the presentation in words. Examples risk 
the charge of being taken out of context, 
but here is one to show that mechanics 
clothed in words are still mechanics. In 
deciding the nature, and hence the treat- 
ment, of subscriptions receivable on capi- 
tal stock, one well-known author says: “‘if 
it... will be collected . . . (show it) on 
the asset side of the balance sheet. If 


collection is...in...near future,... 
(show it) as a current asset. ... If there 
is no immediate intention. . . . (to collect) 


. . . (show it) on the asset side, but not as 
a current asset. However, it is preferable 
to exclude (it) from the assets and show 
only the paid-in capital....” Thus 
endeth the reading with no clearly stated 
reason for the preferred treatment. 
Another illusion is the way most post- 
war books—in the intermediate and ad- 
vanced categories—handle reference to 
the Bulletins of the American Institute 
of Accountants. The reference usually is 
only to the conclusions of a bulletin—do 
it this way. Skipped are the reasoning be- 
hind the conclusion, the opinion of dis- 
senting committee members, and the 
writer’s evaluation. Finally, what propor- 


tion of the books give a systematic listing 
of bibliography—in footnotes or by chap- 
ters? Does this mean that, where biblio- 
graphical reference is lacking, an author 
relied only on personal observations and 
personal contacts, and did not take the 
time to do the library work necessary to 
uncover, read, and select the materials to 
be cited? Compare books on accounting, 
in this respect, with books on statistics, or 
finance, or marketing, or engineering, or 
law. The practice of documentation is al- 


most non-existent in accounting text- 
books. 


Towards a Reoriented Teacher (and Writer) 


Teachers of accounting today are by and 
large the product of our past programs, 
including all of the shortcomings. Unless 
we break the circle, our present teachers 
will in turn produce future teachers very 
much like themselves out of programs very 
much like the ones they graduated from. 

So far we have no _teacher-training 
“aspect” of an educational program. Our 
prospective teachers receive no differenti- 
ated treatment in their post-graduate 
training. They are mixed with people in- 
tending to take up business careers or 
professional public accounting. If a Mas- 
ter’s degree is pursued, the requirements 
are broadened a little, but again one 
Master’s program in accounting is the 
same as another. And the requirements, 
such as they are, seem to be loosening. 
Thus the trend is away from a serious 
thesis—the complaint, voiced alike by 
student and overseer, is that the project 
takes too long in time and too much in 
energy. Add to this the fact that many of 
our present-day teachers carried on their 
post-graduate study “‘on the run” so to 
speak. That is, they pursued evening 
classes at the same time that they were 
putting in forty or forty-five hours in the 
office of a public accountant or a business 
concern. No one denies this to be the 
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“hard way,” but is the subject hardened 
to a degree that will cut deeply into his 
potentiality as an effective teacher (and 
writer)? Does he reach the end of that 
kind of an ordeal adequately trained to 
teach and write? 

And how many present-day teachers 
can look back to two, perhaps three years 
in teaching apprenticeship? That is the 
purpose of teaching fellowships, labora- 
tory assistantships, or assistant instruc- 
torships. If a person underwent such an 
experience, was it a matter of form, or 
did it have substantive value? Was it a 
case in which the senior teacher used a 
novice apprenticed to him for relief from 
some of his regular responsibilities in order 
to devote more time and energy to pro- 
fessional practice or the writing of a text- 
book? The consequence of this all too fre- 
quent occurrence is that the novice fends 
for himself, deprived of any free wheeling 
which he may devise on his own due to 
the extra load placed upon him. Add to 
this the troublesome factor of compensa- 
tion to young beginners in the years 
since the end of the war. Increasingly, 
men about to choose teaching as careers 
are persuaded otherwise because of the 
disparity between compensation rates of 
teaching and those offered by the world 
outside. 

The deficiencies mentioned are, for- 
tunately, not as disastrous as they might 
appear. In the first place, a certain per- 
centage of each new year’s addition to 
the teaching ranks will, by superior mind 
and power of will, overcome their de- 
ficiencies and rise into deserved promi- 
nence as academicians. Again, it is not 
necessary for the entire teaching man- 
power to receive identically the same kind 
of pre-teaching preparation. The question 
is simply raised, in view of the deficiencies 
noted, whether a high enough proportion 
of new teachers entering the work each 
year come sufficiently well equipped to 


do a good job for their students, their in- 
stitutions, and society. In judging this 
question, let it be remembered that a 
teacher is many things. He is a purveyor 
of knowledge. He must therefore be up 
on the art of teaching. He is himself a 
source of knowledge. He thinks for him- 
self and he may reduce his thoughts to 
writing. He is as good as the training and 
experience he has had. He is a public 
speaker. He is therefore rated on such 
matters as appearance, platform manners, 
voice, diction, and poise. He is engaged in 
public relations, for he is always meeting 
the student public and often the general 
public. 


MORE RESEARCH 


The final interest of this paper is the 
place and prospect of research in account- 
ing insofar as it may be conducted by 
teachers. On balance, one is inclined to 
say that teachers of accounting do not 
show as great an interest in research as 
academicians in other fields, even within 
the area of business administration. The 
more important explanations for this go 
back, as already alluded, to the kind of 
background training, experience, and in- 
tellectual interest of the typical teacher 
of today. The slight attention paid to 
research in the Master’s degree program 
is one of those explanations. The Master’s 
program should include some considera- 
tion of the nature of research, its aims, 
its methods, and how these methods apply 
to the accounting field. Beyond that, one 
would include actual experience in re- 
search, as afforded by the writing of an 
adequate thesis, or a series of papers. 

We can hasten the end of the second 
stage of accounting development by pro- 
ducing more research-minded teachers. 
This can only come, assuming candidates 
with the requisite mental and personal 
dispositions, through better training in the 
nature, aim, and methods of research, and 
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from preliminary work-experience, con- 
ducted as a feature of their graduate 
study program. 

Research seeks, without bias, to 
broaden and deepen our understanding 
of things. Despite this, it has been diffi- 
cult to persuade people of the good which 
is possible, especially in a comparatively 
new field such as ours. So far, research has 
found few footholds in university budgets. 
Yet aid of this sort is very much in need. 

The possibilities are immense. We need 
to experiment with new types of text- 
books. We need to experiment with new 
ways of teaching. For example, what are 
the possibilities of the laboratory—and 
laboratory equipment and material—in 
accounting instruction, especially for 
classes in auditing and systems methods? 


We need to investigate, assemble, analyze, 
and interpret the vast information which 
exists in the modern office file, be it for 
a business concern, an auditing firm, a 
public institution, a governmental operat- 
ing unit, the deliberations of a committee 
of professional public accountants or 
the hearings of a committee of government 
officials. And we need to check the hy- 
potheses of modern accounting with facts, 
and keep testing them as new facts ap- 
pear. The impulse to make new dis- 
coveries, it is said, is fundamental in 
man’s mind. It behooves everyone whois 
concerned with improving the theory and 
practice of accounting to insure conditions 
for research that will facilitate and ex- 
pedite new discovery. 
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A SUGGESTED SUPPLEMENT TO 
AUDIT TEST PROGRAMS 


James G. CARTER 
Assistant Professor, Michigan State College 


expressing opinions based on test- 

checks of the accounting records. 
The results of auditing tests commonly 
employed has been seriously questioned 
by various authorities and attempts have 
been made to develop statistically sound 
standards of auditing to guide the auditor 
in making his inferences. 

The author of this paper suggests that 
the methods proposed be used as a sup- 
plement to present auditing procedures. 
In situations in which the risk of error is 
relatively high, the auditor might well 
consider for his own protection the use of 
methods presented here. 

The illustrative audit tests included 
herein are concerned with sales but the 
methods advanced might well be ex- 
tended to other parts of the audit which 
involve tests other than those procedures 
used to test the adequacy of cut-offs. 


=: SOME YEARS auditors have been 


PRESENT TESTING PROCEDURES 
IN AUDITING 


In any discussion of testing, particularly 
as it applies to auditing, the first step is 
to develop the concept of testing. We may 
well ask, what does the word “testing” 
mean? The dictionary definition of the 
verb suggests that ‘‘to test” is to prove, 
try the quality of, or examine.’ The dic- 
tionary makes a distinction between 
“testing” and “sampling.” As a verb, “‘to 
sample”? means to examine by use of a 
portion or specimen. The latter definition 


1A Dictionary of American English, Vol. IV, Edited 
by Sir William A. Craigie and James R. Hulbert, Univ. 
of Chicago Press, Chicago, 1944, p. 2308, 


corresponds with the use of the word as 
applied in statistics and with testing as 
used in auditing. In statistics a ‘“‘sample”’ 
is a part of the whole, while the entire data, 
if available (and they usually are in audit- 
ing) are called the defined population? 
Where it is not feasible to use the defined 
population, we do the next best thing and 
try to obtain a part of the whole, which is 
called taking a sample.* The auditing use 
of the word “testing” is also not synony- 
mous with the usually accepted sense of 
the statistical word “sampling” since its 
theoretical basis includes no probability 
theory as any statistical method requires. 

Consider, now, what are some typical 
testing procedures that are widely used in 
auditing, specifically as related to sales: 


1. Test prices appearing on sales in- 
voices with those appearing in price 
lists. 

2. Test extensions and footing of sales 
invoices. 

3. Test invoices or daily totals to sales 

records for selected periods. 

. Test filling of orders for a month. 

. Test comparison of order books 

with shipping records. 


n> 


In order to apply the probability theory 
to auditing, the selection of so-called 
samples for purposes of testing the whole, 
we believe, must comply with the re- 


?Quinn McNemar, Psychological Statistics, John 
Wiley & Sons, Inc. New York, 1949, p. 46, and Herbert 
Arkin, R. C. Colton, An Outline of Statistical Methods, 
bo ed. rev. Barnes & Noble, Inc., New York, 1950 p. 


3G. Udny Yule, M. G. Kendall, An Introduction to 
the Theory of Statistics, 11th edition, Charles Griffin & 
Company, London, 1937, p. 9. 
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quirements for a statistically sound sam- 
ple. This means that the sample must be 
random; that is, each item must have an 
equal chance of selection and each sample 
must include items from the whole popu- 
lation. To base samples on one day, three 
days, one month or three months does not 
qualify as random and hence the prob- 
ability theory is inapplicable. It is likely, 
at this point, that the question will form 
in the reader’s mind: What is the statisti- 
cal theory of sampling? 

The object of sampling is to give the 
maximum information about the defined 
population.* Since we are estimating or 
inferring information about the whole 
from information determined from a sam- 
ple of the total, the next aim of sampling 
is to determine the degree of confidence 
we can put in our estimates.® The accuracy 
of the estimate will depend upon two fac- 
tors; namely, the method used to estimate 
the characteristics of the population from 
the evidence collected by sampling, and 
the method of obtaining the sample. The 
process of sampling involves the choosing 
of a portion of the data from the popula- 
tion. There are three ways of doing this: 
random, purposive, or a mixture of the 
two. Randomness exists when each item 
of the population has the same chance of 
being chosen. Personal bias must be 
eliminated. A method or code must be 
used which leaves nothing to the ob- 
server’s idiosyncrasies.6 Such a method 
may be developed by use of Tippett’s 
numbers. Purposive sampling selects the 
average in each group. The significance of 
random sampling lies largely in the fact 
that as of now it is the only sampling 
technique whose resulting inferences may 
be subjected to the mathematical determi- 
nation of confidence using the theory of 
probability. No such technique exists for 


‘ [bid., p. 334. 
Ibid., p. 335. 
Ibid., p. 339. 


purposive sampling methods.’ Thus, only 
random sampling can be used if we desire 
to determine mathematically the precision 
of our estimate. That is to say, there is a 
range in which the results of our sampling 
would conform with the results of other 
samples taken in 99.7 times out of 100 
using a three standard deviation limit. 

The typical practitioner of today is un- 
knowingly introducing his personal bias 
into his samples. True enough, the auditor 
is sampling, but his methods are those of 
purposive sampling. It is fairly typical for 
him to select for testing two months’ 
transactions out of the year. When he 
finds few errors, he concludes that the 
client’s system is operating properly as it 
relates to the efficiency of the procedure 
tested. He believes he has a right to rely 
upon it. 

Actually, he has overlooked two points 
that seem pertinent. The first one is that 
the auditor’s sample is not random. By 
picking two time periods as pointed out 
previously under the definition of sam- 
pling, the auditor is not in a position to 
draw a conclusion with any limit of con- 
fidence. The second point disregarded is 
that few auditors ever actually relate the 
total errors found in dollars to the total 
sampled of a particular phase of the audit 
or accounting procedure such as extension 
of sales. Each error is compared with the 
auditor’s concept of materiality and not 
the sum of the errors in dollars. One 
reason is that his emphasis is placed upon 
individual entries and not upon the total 
of the sample. 

Cranstoun has summarized the limita- 
tion of the present auditing techniques by 
saying: 

. .. textbooks point out that the extent to which 
sampling procedures are applied will vary under 
different conditions and that decision as to their 


extent must be a matter of the auditor’s judg- 
ment. While that is unquestionably true, the fact 


7 Ibid., p. 345. 
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remains that no standards have been set; the 
auditor therefore has no help in forming his judg- 
ment, and there are no consistent measures by 
which the reasonableness of his judgment can be 
attested.® 


STATISTICAL METHODOLOGY 


The problem of the auditor is one of un- 
covering errors either of omission, com- 
mission, or of principle. The auditor 
examines the transactions for existence or 
absence of error. No attempt is made to 
classify the errors as bad, very bad, and 
terrible. The only classification is in terms 
of dollars and, more precisely, in terms of 
whether the error is material or im- 
material. The concept of materiality is a 
subjective determination by the auditor 
based upon the relevant factors. The error 
itself, although measured in dollars, is an 
error in recording, posting, calculation or 
in principle. The last type of error seems 
to defy statistical methodology.® 

The study of the existence or non- 
existence of a characteristic, in this paper 
an error in extension in the data, is re- 
ferred to by statisticians as a study of 
attributes. As the result of a sample, those 
items possessing the attribute are placed 
in one class while those not possessing the 
attribute are placed in a separate class. 
The classes are mutually exclusive. The 
first class is designated as (p) and the 
second class is (g). The relation of 1—p=q 
exists between the classes. It is advisable 
to reduce the frequencies of the classes to 
percentages.’° 

Suppose that because of poor help and 
the lack of adequate internal check in 
Company X the relative risk is high, and 
the sales are incorrect due to errors in ex- 
tensions. Furthermore, Company X had 

8 William D. Cranstoun, “A New Look at Basic 
Auditing Techniques,” The Journal of Accountancy, 
Oct. 1948, pp. 274-283. 

® Lawrence L. Vance, Scientific Method for Auditing, 
7 of Calif. Press, Berkeley and Los Angeles, 1950, 


pa Quinn McNemar, Psychological Statistics, op. cit., 
p. 62. 


1,000 sales invoices in 1950 and the auditor 
decided to test 200 by choosing them 
randomly throughout the year. Suppose 
also that the auditor finds that 10 invoices, 
or 5% of the invoices sampled, are in error. 
The mathematical model, the binomial 
theorem, permits one to generalize from 
these statistics the amount of the error 
relevant to all sales invoices of 1950. We 
are faced then with the problem of making 
an inference from the characteristics of the 
sample (10 incorrect invoices out of 200) 
regarding the probable number of incor- 
rect invoices in the population of 1,000 
invoices, that is, from (p) to (P) where 
(p) stands for the observed percentage 
possessing the characteristic studied (er- 
rors in extension) and (P) stands for the 
percentage in the defined population that 
shows the characteristic. 

If we were to take successive samples of 
size (m) and make a distribution of the 
observed percentages, the distribution 
would center about (P) with a spread or 
standard deviation equal to the square 
root of P (100—P)/n. Since we do not 
know (P), we must use the observed per- 
centage as a basis for estimating the 
standard deviation of the population. The 
standard deviation (S,) of a binomial 
distribution of a percentage is the best 
tool to use in this situation and will be 
given approximately by S,=+/pq/m in 
which: 

p=observed percentage or attribute ex- 

pressed as a decimal 


q=1.00—p 
n=the number of cases studied in the 
sample 


If 10 invoices out of 200 chosen at ran- 
dom from a year’s sales invoices possessed 
errors in multiplying quantity times price, 
the population percentage (P) of such 
errors would be figured as follows: 


p=.05 
q=.95 
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n= 200 


05K.95 
1.54. 
200 


One standard deviation is 1.54. If the 
limits of variation of a percent is p+3 S,, 
then: 


the lower limit = .05 —3(1.54) 
38%, or 4 invoices 
the upper limit = .05+ 3(1.54) 


= 9.62% or 96 invoices. 


By using +3 S, the variations from the 
observed percentage are the largest prac- 
ticable and thus cover all the resulting 
variations likely to occur in 99.7 samples 
out of 100 samples. There are still 3 
samples out of 1,000 that might have 
variations outside the +3 S, limits. 

The significance of this to an auditor is 
that if someone took 1,000 samples of 200 
invoices each from our defined population 
and examined them for errors in exten- 
sions, then in 997 of the samples the 
results would lie within the ranges .38% — 
9.62%. Therefore, the auditor not taking 
997 samples but only one can prove his 
results as if he had taken that many. Of 
course, this concerns sampling and not 
the question of verifying the extensions 
on all the defined population. The only 
way to determine the exact number would 
be to audit all 1,000 sales invoices for 
1950. Even though there is quite a differ- 
ence between 4 and 96, the auditor can 
be certain that, based on a confidence 
limit of 3 standard deviations, less than 
one invoice out of 10 is wrong. This 
additional information may help him to 
express his opinion with more assurance. 
Otherwise the auditor might be too op- 
timistic as to the extent he may rely upon 
his sample findings of 5%. 

Attention is called to the fact that this 
approach is based on a random sample and 
not 60 business days totaling 20%, but 
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rather on the basis of every 5th invoice 
throughout the year.” Another advantage 
of this method is that published binomial 
tables which are simple to read can be 
used to obtain the equivalent of .38% and 
9.62%, namely the lower and upper limit. 
The assumption underlying this formula 
is that the observed (p) will be a very close 
approximation of the population (P). The 
smaller the standard deviation is, the 
closer the approximation becomes.” 

Referring to the Company X case, if 
the exact percentage of error in extensions 
of the year’s invoices lies between .38% to 
9.62%, a large variance exists. Particu- 
larly is this variance important when no 
indication of the dollar amounts resulting 
therefrom is considered; that is no dis- 
tinction is made between a one cent error 
and a hundred dollar error. After all, the 
auditor is usually not interested in the 
number of invoices that were wrong but 
he is interested in the materiality of the 
errors. The use of “materiality” introduces 
dollar values. Therefore, in order to make 
the method more useful for the auditors, 
the dollar values are inserted in the for- 
mula. 

Suppose that the errors in extension, 
disregarding their effect, totaled $100 and 
the total of the 200 invoices sampled was 
$5,000, then if 


a= $100 
b= $4900 
n= $5000 


assume that 


1 Yule, Kendall, op. cit., This book labels such a 
method as random on pages 339-40. 
2 Tbid., pp. 354, 355. 
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Then, 


/ 100 
5000 5000 
5000 


.98 
5000 


S,=V.0000039 
Sp=.001985. 


Upper limit = .02+ 3(.001985) 

= 025955 = .026 =2.6% 
.02 — 3(.001985) 
014045 = .014 =1.4%" 


Notice that instead of a spread from 
38% to 9.62%, we now have only a 
spread of from 1.4% to 2.6%. This result 
is more in agreement with the judgment 
exercised in auditing. The next step for 
the auditor to decide is if 2.6% of the 
total sales figure is material or not. In 
other words, will his standards for express- 
ing an opinion permit him to give an un- 
qualified opinion on sales. 

The reader may well ask: How does 
this procedure relate to standards of audit- 
ing? For some time now in auditing, we 
have been discussing the subject of ma- 
teriality, and questions have been raised 
as to how many accounts receivable should 
be confirmed or how many items of in- 
ventory should be observed. Various ap- 
proaches have been given to these ques- 
tions. 


Lower limit 


18 The auditor may save himself the calculation by 
reference to a table of confidence limits for a Binomial 
Distribution. 


This paper presents another approach. 
Each auditor works out in his own mind 
his idea of materiality. For example, would 
he certify to the statements if sales were 
off 10%? 5%? 3%? How far short of per- 
fection will he accept as immaterial? We 
will say that he settles in this particular 
case at 3%. If the range of +3 S, runs 
from 1.4% to 2.6%, then we are within 
his standard. Thus it would appear that 
it would be easier for the auditor to think 
in terms of standards of immateriality 
rather than standard sample sizes or some 
other form of standard which as Cranstoun 
points out makes the auditor’s judgment 
difficult to attest. 

It must be understood, however, that 
this method is based on random sampling 
and totaling the errors which are not nor- 
mal auditing procedures. Even the testing 
of one week’s or one month’s sales and 
finding a 2% error is not adequate sam- 
pling for our purpose here because it is not 
random and thus no generalization based 
on mathematical logic can be made about 
the sales for the year. The method ex- 
plained here involves additional work. 
It is an expansion of the scope of the audit. 
Therefore, the author suggests that it be 
used primarily in the verification of ac- 
counting data in which the relative risk of 
error is high. 

Thus with a few additional tools: 


1. A knowledge of simple sampling 

2. A few excerpts from a random num- 
ber table 

3. A table of 3 S, confidence limits for 
a Binomial Distribution, 


the auditor may be in a position to supple- 
ment his judgment of materiality in situa- 
tions of relatively high risk. 
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THE USE OF PROJECTED VISUAL AIDS 
IN THE TEACHING OF COST 
ACCOUNTING 


E. THOMAS 
Assistant Professor, University of Illinois 


instructional aids which are of great 

assistance in solving the educational 
problems encountered in teaching account- 
ing. Major problems which are found in 
varying degrees in the teaching of all 
subjects, but which seem to be of especial 
importance in the teaching of cost account- 
ing are (1) finding means of motivating 
the student to learn, and (2) presenting the 
material in such a way that learning is a 
meaningful experience. Minor problems 
are forcefulness of presentation, conserva- 
tion of classroom time, and difficulties 
in communication between teacher and 
student arising from vocabulary limita- 
tions. 


Piste MATERIALS are important 


MOTIVATION 


The need for the teacher to give atten- 
tion to establishing a motive for learning 
the course content varies depending upon 
the major interest of the students in the 
class, whether the course is compulsory 
or elective, and whether the course is of- 
fered for the immature or the mature 
students. Most of the students, perhaps, 
will bring to the course an interest based 
upon professional objectives, but the 
others may be uncertain about their inter- 
est in the subject matter. 

Near the beginning of the semester the 
teacher can do much to strengthen the 
interest of both groups by presenting 
material which will excite their curiosity 
and provide an intellectual challenge in 
the form of a complex and intricate prob- 
lem of cost accumulation. Silent motion 
pictures are an excellent aid for this presen- 


tation. For example, as a motion picture 
unfolds the process of making clay prod- 
ucts, the problem may be presented by 
the teacher posing such questions as: 
“How much of the cost of coal consumed 
in the locomotive moving the clay from 
pit to crusher should be included in the 
cost of each brick or each tile?” “What 
is the cost of the clay itself which is taken 
from the pit?” “When the burning proc- 
ess is finished some of the clay products 
are spoiled and discarded. What happens 
to the cost of the spoiled brick?” “How 
can the costs of kiln loading and unloading 
activity be collectéd so that the efficiency 
of the foreman and his crew can be meas- 
ured and compared from period to period?” 
“What costs and how much should be 
included in the inventory of products in 
the dryer at the end of the year?” 


To be effective, the showing must be- 


bracketed by discussion; before the show- 
ing the reasons for the viewing of the film 
must be well established in the mind of 
the student, and after the showing any 
ambiguities must be cleared up and the 
important points reviewed in order to 
supplement the visual impressions with 
oral impressions and thereby better fix 
the material in the mind of the student. 
The teacher can lead to the motion pic- 
tures by introducing the general concept of 
product cost accumulation and by raising 
questions relative to tracing the material, 
labor, and overhead (but not using this 
unfamiliar term) to the product. If the film 
is silent, the teacher can make a running 
commentary in an accounting vein, raising 
questions and making observations at 
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pertinent points. If the film has a sound 
track, the sound may be switched off 
and the teacher may present an abridged 
description of the processes, leaving 
enough time for insertion of comments 
about accounting. 

Many films describing industrial proc- 
esses may be obtained from the film 
libraries of industry and universities. Al- 
most any film may be used which sets 
forth clearly the step by step process of 
manufacturing a product. However, the 
interest of the student may be more easily 
aroused if the film is about a product with 
which he is familiar. Two or three films of 
ten minutes each may be preferable to 
one of thirty minutes in order to show con- 
trast and range in the accounting prob- 
lems encountered in industry. 

Other projected aids to motivation can 
be prepared on slides from pictures of 
industrial processes. One type of picture 
which is excellent for this purpose is a 
factory building with walls and roof cut 
away to show the machinery, raw materi- 
als, work in process, finished goods, re- 
ceiving and shipping docks, offices, boiler 
room, and other service departments. 
Some excellent colored pictures are avail- 
able and the resulting colored slides are 
quite dramatic. Schematic line drawings 
are also useful and not difficult to obtain. 


MEANINGFUL LEARNING 


After the student has been inspired to 
learn, the teacher must be certain that the 
materials are of such type and presented 
to him in such a way that they can result 
in a meaningful learning process. To a 
great extent, cost accounting is a reporting 
of physical movements of materials and 
product, of conversion of material to parts 
and product, and of the absorption of the 
utility of the manufacturing facilities and 
the workmen by the product during the 
conversion process. The reporting has 
meaning only in terms of the specific 
manufacturing operation. Generalizations 
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are drawn from the specific, and if the 
teacher is to generalize about systems or 
methods he must relate the generalities 
to specific systems and methods which 
are in turn related to manufacturing meth- 
ods of specific industries or even compa- 
nies. Some concepts are developed in the 
cost accounting class. These concepts may 
be built upon previously established con- 
cepts, but the foundation for all is the 
experience of the student. Therefore, it is 
necessary for the student to have had 
some experience with manufacturing oper- 
ations so that the methods used to report 
those operations may have meaning and 
so that a stock of experiences can be used 
as a foundation for the development of 
generalizations and concepts. 

The experience of the student can be 
obtained in different ways, some more 
effective than others. Probably the most 
effective is actual participation, as, for 
example, intern training programs which 
bring the student close to the manufactur- 
ing operation through jobs in the stock 
room and timekeeping departments. Next, 
in order of effectiveness, are inspection 
trips, motion pictures, still pictures, writ- 
ten descriptions, and oral descriptions. All 
schools use written and oral descriptions 
and a few use the intern training program, 
but the other devices are not used nearly 
as often as they should be. The plant 
visitation is very effective if the class is 
carefully briefed for the visit, if the physi- 
cal arrangements are made with considera- 
tion for such matters as the size of each 
party so the conductor can be heard above 
the plant noise and so each member of the 
party can see the operation being de- 
scribed, and if the visit is followed with 
class discussion to integrate the observa- 
tions with course content. Some of the 
difficulties encountered with the use of 
plant visitations are the distance from 
school to industrial centers, the time con- 
sumed in the visit even if the plant is 
near to the school, and the focusing of 
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students’ attention upon the main points 
to be observed. 

Though some of the dramatic impact 
of “realism” is lost when plant visitations 
are not used, most of the disadvantages 
may be overcome by the use of motion 
pictures. Travel time to the plant and 
within the plant from one operation to 
another is eliminated, and the operations 
which may require many minutes to per- 
form can be compressed into a few seconds 
on the screen. An outstanding advantage 
of motion pictures is the ability of the 
producer to focus the camera upon the 
important processes, to omit the extrane- 
ous and unimportant which would be 
confusing to a plant visitor, to give a 
closer view of a manufacturing operation 
than could be obtained by the ordinary 
plant visitor, and to bring into juxtaposi- 
tion processes which might be located at 
some distance from each other in the plant. 

Textbooks use descriptions of manu- 
facturing processes as settings for the ex- 
position of cost accounting methods and 
as the basis for problems. Often the in- 
ability of the students to understand the 
chapter or to work the problems is not 
due to the difficulty of the accounting 
involved but to a lack of understanding 
of the manufacturing for which the ac- 
counting is being done. In correcting this 
deficiency, both motion pictures and slides 
are very useful. The catalogs of the film 
libraries of the state universities, of some 
of the large industrial companies, of edu- 
cational film producers, and of some de- 
partments of the federal government list a 
great many titles under mining and manu- 
facturing and frequently a title can be 
found which fits exactly the process de- 
scribed in the book. A preview should al- 
ways be arranged before deciding to use 
the film in class so that the appropriateness 
of the picture is assured. Sometimes the 
picture is produced primarily for grade or 
high school use and the sound track may 
not be fitting for collegiate use. If the 


picture is otherwise suitable, the teacher 
may switch off the sound and supply his 
own commentary. 

Slides may be used to establish the set- 
ting of the problem and to relate the cost 
accounting methods to the physical move- 
ment and conversion of material. Slides 
relating to cost accounting are not avail- 
able on either a purchase or loan basis; 
the instructor must make his own from 
whatever material he is able to uncover in 
his search. Because of the difference in the 
nature of the raw material for slide making, 
the nature of the content of the slides and 
their sequential presentation may differ. 
Four examples may be cited to indicate 
the diversity of the source material and 
its presentation in the slides. 

1. The source of one group of slides is 
a booklet entitled ‘““How Industry Oper- 
ates” published by a manufacturer of in- 
dustrial insulation material. The indus- 
tries presented include oil refinery, photo- 
graphic film, frozen orange juice, steel 
mills, refrigerator manufacturing, dairy, 
rayon manufacturing, brewing, food mar- 
kets, electric power, and meat packing. 
For each of the industries, there is a full 
page colored illustration consisting of a 
picture of the factory building with walls 
and roof cut away to show interior with 
machinery, workmen, raw material in- 
ventory, work in process, inventories be- 
tween processes, finished goods, truck 
docks, and service departments. An ac- 
companying flow chart and text explain 
the sequence of steps in the manufacturing 
process. Excellent colored slides can be 
made from these illustrations. These 
slides may be used as a background for a 
chapter or problem discussion about one of 
those industries. They may also be used 
as a basis for discussion of such cost ac- 
counting problems as deparmentaliza- 
tion, and the relationship between the 
production flow and the flow of cost 
through the accounts. 

2. A few slides have been made from 
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plant layout and production flow studies 
made by the students in production con- 
trol classes. The studies chosen were those 
to illustrate job lot accounting as the 
slides in group 1 were of continuous 
processing. These slides are used primarily 
to correlate the production flow and the 
cost flow in the accounts. 

3. A set of slides on the cement manu- 
facturing industry was made from a poster 
obtained from the trade association. The 
poster was a simple line drawing showing 
the manufacturing process from the ex- 
traction of lime and clay from the pit to 
the loading of cement on freight cars for 
shipment to customers. The poster was 
clipped into sections, each one represent- 
ing a stage in manufacture. On other 
sheets of the same size were typed the 
account titles and the nature of the debits 
and credits in the accounts which were 
related to the processes pictured. India 
ink was used to draw the lines of the T 
accounts and the lines of transfer from 
one account to another. The related pic- 
ture and flow chart sheets were pasted 
together and slides were then made, with 
the finished slide showing at the top a 
picture of part of the cement making proc- 
ess and at the bottom the related flow of 
costs. As an example, the first slide in the 
series show a drawing of the limestone 
quarry, the clay pit, shovels loading the 
cars, trains taking the cars to the plant, 
unloading in gyratory crusher, conveyor 
to hammer mills, and storage in the in- 
ventory, and below the drawing a flow 
chart containing the accounts for De- 
posits, Reserve for Depletion, Reserve 
for Depreciation, Supplies, Coal, Prepaid 
and Accrued Items, Payroll, the service 
departments of Power, Light and Water, 
Machine Shop, and the inventories of Raw 
Material—Limestone and Raw Material 
—Shale. 

4. Another set of slides about an iron 
foundry was made from a job description 
book. This book had at least one picture 


for each job in the foundry and in many 
cases a series of pictures to illustrate an 
operation. In addition there were pictures 
of machinery, general views of the foun- 
dry, and cross section drawings of the 
cupola and a mold. Slides were made from 
the appropriate pictures and then as- 
sembled in the sequence of the production 
flow. After the series of slides showing the 
operations performed in each cost center, 
a slide was inserted to illustrate the flow 
of costs in the accounts and their accumu- 
lation for that center. The presentation 
of this collection takes the students on a 
trip through the foundry and correlates 
the production process with the cost 
accounting. 


EFFECTIVE TEACHING 


The superiority of visual communica- 
tion to oral communication is so well 
established that there is no need to dis- 
cuss the matter here. However, there are 
features of projected aids which make the 
teaching presentation more effective but 
which may not be so well known. 

Most projected aids compel ihe atten- 
tion of the students. The brilliance of the 
light on the screen focuses attention 
there, and the change in pace from lecture 
and blackboard presentation recreates any 
lagging interest in the proceedings. An 
objection to the use of visual aids often 
made is that the students will tend to 
doze while the presentation is being made 
in a darkened room. If the darkening of 
the room is the key to the objection, it 
no longer has any validity in connection 
with the use of slides. With the use of 
high power projectors the light in the 
room should be subdued but sufficient 
light may be admitted to enable the 
students to read and take notes. There 
should be no more reason for a student to 
lose consciousness when slides are being 
presented than when the blackboard is 
being ,used and certainly there is less 
likelihood when compared with a lecture 
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delivered in a monotone. The day dream- 
ing of students is often due to a general 
lack of interest in the subject or inability 
to follow an explanation, and, as already 
explained, projected materials will help 
the teacher on both of these problems. 

Another advantage to the teacher lies 
in the greater amount of preparation 
possible when slides are used. All teachers 
have experienced difficulty getting into 
a classroom early enough to put an elabo- 
rate chart or diagram on the blackboard 
and have found that the preparation of a 
second or third example during the class 
period was impractical because of the 
amount of time required. Data, charts, 
and diagrams can be set up on slides and 
can be produced in the classroom al- 
most instantly. No distracting preliminary 
buildup of information is needed. The 
teacher need allow only enough time for 
the student to familiarize himself with 
the basic information presented before 
going into an attack upon the core of the 
problem. One example of this application 
is in the presentation of break-even charts 
and the accompanying mathematical 
analysis. In this case there are three 
charts for one day’s assignment and each 
is sufficiently complex that it is difficult 
to reproduce rapidly on the blackboard 
and have the lines intersect at the proper 
points. Each chart has been reproduced 
on a slide and the teacher projects the 
slide on the blackboard while developing 
the mathematical solution beside it. If 
he desires, for emphasis, he may mark in- 
tersections or lines with chalk. A second 
example is the projection of sample 
forms such as cost sheets, distribution 
sheets, requisitions, time cards, and stores 
ledger sheets on the blackboard and 
filling in with chalk-written sample en- 
tries. 

Still another saving of classroom time 
may be possible through presenting home- 
work solutions on the screen. Some schools 
do not follow the practice of correcting 
and returning the problems or making 


them available for the inspection of the 
student. In these cases, the student must 
judge his progress by checking his solution 
against that presented in class before he 
turns in his solution. A rather complete 
presentation of the solution is required 
and, unfortunately, the quality of the 
material does not always justify the class 
time spent upon it. Another difficulty is 
that a student may be so intent upon 
noting an error which has been discovered 
that he may miss some of the subsequent 
parts of the solution and then ask for a 
repetition of those parts. Of course, some 
solutions should be placed on the black- 
board step by step so that the students 
can see them unfold, but many solutions 
involve a great deal of detail and errors of 
students are largely mechanical or of form 
and arrangement. Examples of the latter 
type are expense distribution sheets, books 
of original entry, stores ledger sheets, job 
cost sheets, trial balances, subsidiary 
ledger controlling account reconciliation, 
and financial statements. This type of 
material can be projected to great advan- 
tage. Each student can check his work in- 
dependently of the others and, therefore, 
quickly. In addition to checking his work, 
he can note the proper form and arrange- 
ment which might otherwise be impossible 
to show him without copying a lengthy 
solution on the blackboard. One teacher, 
who during the same semester taught one 
section with visual aids and another sec- 
tion without, found that the use of visual 
aids for homework frequently saved as 
much as twenty minutes of a fifty-minute 
class period. 


MECHANICS 


The mechanical aspects of a visual aids 
program are not difficult to master and 
should not deter anyone who has the 
ability to operate an automobile or a cal- 
culator. A full treatment of this topic is 
beyond the scope of this article. There 
are a number of books on audio-visual aids 
which provide specific information on this 
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matter. However, there are a few points 
which should be mentioned here. 

Sources of motion pictures are the film 
libraries of certain universities, depart- 
ments of the federal government, and 
some industrial companies. If there is not 
a film library on the local campus, catalogs 
and listings of catalogs and sources will be 
available in the university library or in 
the library of the college of education, for 
visual aids are widely used in primary and 
secondary schools. 

Motion pictures should always be pre- 
viewed before deciding to use them in 
class. Because the booking of some pic- 
tures may be quite heavy, it is advisable 
to do the previewing far enough in advance 
of the anticipated use of the picture so 
that it could be rejected, another pre- 
viewed, and the booking completed three 
or four months before the showing date. 

There are a number of models of slide 
projectors suitable for class room use. 
Several have 1,000 watt bulbs which 
produce sufficient light that the room 
does not need to be darkened. One popu- 
lar model projects 2X2 inch slides from 
the back of the room, is small, light- 
weight, and portable. Another 2X2 inch 
projector can be equipped with a maga- 
zine which holds 40 slides. The slides are 
changed by pressing a button on the end 
of the cable which can be long enough to 
carry twenty-five or thirty feet to the 
front of the classroom. A popular pro- 
jector for the use of standard size slides, 
3} X 4 inches, can be placed in the front 
of the classroom. As the teacher faces the 
projector and the class, he places the 
slide on the flat bed of the projector. A 
mirror above the bed reflects the image 
over the shoulder of the teacher and onto 
the screen in view of the class. This pro- 
jector is larger and more bulky to carry 
from room to room but it has the advan- 
tage of permitting the teacher to stand in 
front of the class while operating it. 

The cost accounting teacher will find it 


necessary to prepare his own material 
from which his slides will be made. The 
highest degree of contrast is desirable so 
the paper should be white with a glossy 
finish and the ink should be black, pref- 
erably India ink. If the material is to be 
typed, copy of even density can be made 
by using an electric typewriter with a car- 
bon ribbon. Even density of copy produces 
a better effect upon the screen. If pictures 
are to be used, best results will be obtained 
from glossy prints of photographs. How- 
ever, satisfactory slides can be made from 
printed pictures if the picture is on glossy 
paper and is of high quality. If the printed 
picture is a half tone, the picture is com- 
prised of dots of various sizes and there is 
a possibility that such a picture, when put 
on a slide and blown up on a screen, will 
have a grainy effect. If is advisable to se- 
cure the consent of the copyright holder 
before reproducing pictures or drawings. 


SUMMARY 


The projected materials can be of great 
aid to the cost accounting teacher in moti- 
vating the students to learn and in making 
the learning process a meaningful one by 
presenting to the students in a dramatic 
way the manufacturing processes to which 
cost accounting is applied. They speed up 
the presentation of materials which would 
otherwise be laboriously placed on the 
blackboard, or omitted altogether. 

Projected materials are not a substitute 
for the teacher or the text but an aid to the 
teacher. In most accounting courses, the 
materials are not readily available but 
must be created. The teacher must then 
learn to use these aids most effectively. As- 
signment schedules may need to be ad- 
justed, and daily classroom sequences may 
need to be rearranged. The teacher will 
have to work more rather than less. But 
the work is a pleasure, for it is creative, 
and the reward is the goal of all teachers— 
comprehensive, meaningful learning by the 
students. 
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HOW CAN ACCOUNTING BE INTE- 
GRATED WITH ECONOMICS?r* 


CALEB A. SMITH 
Associate Professor, Brown University 


HE ACCOUNTING COURSE for eco- 
nomics concentrators can and should 
integrate accounting concepts with 
those of economics. No attempt is made in 
this paper to consider the equally import- 
ant problem of how integration with eco- 
nomics may be brought to accounting 
courses taught for concentrators in busi- 
ness administration, accounting and other 
subjects. 

Practically all economics professors 
agree that students concentrating in eco- 
nomics should take a course in account- 
ing. This course, they will tell you, should 
be a special course in accounting; one that 
is integrated with economics, not a dupli- 
cate of the first semester of accounting as 
taught in a department or school of busi- 
ness administration. But, this is about as 
far as their ideas on the sort of account- 
ing course they want for their economics 
concentrators go. They believe that ac- 
counting can be taught, and should be 
taught so that it is integrated with eco- 
nomics, but they are not clear as to just 
how. 

If one turns to the authors of textbooks 
one gets little more help. Among the mul- 
titude of accounting textbooks while there 
are a few written from a management 
point of view there is none, as far as I 
know, that attempts to integrate account- 
ing with economics or even to present 
those aspects of accounting which are es- 
pecially important from the point of view 
of economics. The accounting instructor 
who is asked to teach a course especially 


* This paper was presented before the New England 
Conference of Accounting Teachers, Cambridge, Mass., 
June 28-30, 1951. 


for economics concentrators is thus thrown 
on his own resources. 

An economist’s training in accounting 
should prepare him so that he can not only 
understand but relate to economic con- 
cepts the three standard accounting state- 
ments: the Income Statement, the Surplus 
Reconciliation, and the Balance Sheet; 
and it should teach him the meaning and 
significance of the other accounting infor- 
mation the businessman has (or may 
have) on which to base his decisions, in- 
cluding the relation of this information to 
the concepts of economic analysis. This 
training must, because of curriculum limi- 
tations, frequently be kept within the con- 
fines of a one-semester course with three or 
four hours credit. 

Before accounting and economics can be 
studied together, a knowledge of the rudi- 
ments of each must be acquired. The eco- 
nomics concentrator normally studies ac- 
counting after at least one semester of ele- 
mentary economics. To supply a back- 
ground in accounting, the accounting 
course must start with a brief training in 
bookkeeping technique. 

A knowledge of bookkeeping technique, 
it is true, is of little or no direct impor- 
tance in achieving the enumerated objec- 
tives. But for two reasons I believe that a 
substantial part (30 to 40%) of the course 
must be devoted to a mastery of the funda- 
mentals of bookkeeping. Some economists 
who teach accounting courses for eco- 
nomics concentrators omit almost any at- 
tention to bookkeeping technique. This 
usually leaves the student with only un- 
fortunately hazy ideas in the whole field. 
The only way to have sharp concepts is to 
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have a firm grasp of the accounting frame- 
work of which the items are parts. This is 
the first and basic reason for spending 
some time on the fundamentals of book- 
keeping technique in the accounting 
course. The second reason is mainly rele- 
vant to the problem of building the eco- 
nomics curriculum. Most economics con- 
centrators in liberal arts colleges will not 
become professional economists. Like their 
classmates who major in English or Psy- 
chology most of them will go into white- 
collar jobs in business. The accounting 
course should provide an_ intellectual 
bridge between the analytical and descrip- 
tive material of the other economics 
courses and the business experience they 
will meet after graduation. A bridge, if it 
is to stand, must be firmly based on both 
shores. The student’s understanding of 
bookkeeping technique must be suffi- 
ciently thorough to make him feel, when 
he first encounters accounting records in 
his business experience, here is something 
I am acquainted with from my college 
work. If he has this familiarity with simple 
bookkeeping the bridge has a foundation 
on the business shore. An understanding of 
bookkeeping technique also serves the use- 
ful purpose of providing the future busi- 
nessman with an idea of how an account- 
ing system works. 

The fundamental task of the accounting 
course for economists, stated above, is im- 
parting an understanding of the Income 
Statement, the Surplus Reconciliation and 
the Balance Sheet and the relation of their 
concepts to the concepts of economic 
analysis. How can this goal be best 
achieved? 

After five or six weeks’ intensive study 
of bookkeeping technique the student can 
reasonably meaningfully prepare the work 
sheet and from it the three fundamental 
accounting statements for a simple busi- 
ness. To be sure, the adjusting entries are 
still conceived of in a rather mechanical 


manner. The limitations of accounting 
valuation and income determination have 
only been hinted at. The relation of ac- 
counting concepts to the concepts of eco- 
nomic analysis has perhaps not gone be- 
yond the elementary idea of the distinction 
between the economic concept of profit 
and the accounting concept of profit. But 
the economics student now has a grasp of 
the fundamentals of bookkeeping. At this 
stage the more apt student probably even 
has an undue attachment to the lingo of 
debit and credit. In short he is ready to 
start studying accounting, or at least those 
aspects of accounting which are especially 
significant for the economist. The prob- 
lems to be studied offer some opportunity 
for choice and the order of study is open to 
many modifications. 

The valuation of inventory and the de- 
preciation of fixed assets are, because of 
their effect on income, two accounting 
problems with the most direct relevance to 
economics. For this reason they serve well 
as an introduction to the integrated study 
of economics and accounting. The contrast 
between the accounting and the economic 
approach to valuation is so fundamental 
that no great amount of time need be 
spent in developing the differences. They 
need only be pointed out. Inventory valua- 
tion, being somewhat simpler than depre- 
ciation problems, is best treated first. 

In order to illustrate what is meant by 
the integration of economics and account- 
ing, the treatment of inventory valuation 
will be discussed in some detail. 

First, the student must get a basic 
understanding of the mechanics of LIFO, 
and FIFO, and their relation to the C/M 
systems of valuation. The theory of each 
of the valuations should be developed 
fully in reading and class discussion: 
FIFO as the system which follows the 
basic accounting tenet of recording only 
actual transactions; C/M as the “con- 
servative” modification of this tenet to 
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require the recording of unrealized losses 
but the ignoring of unrealized gains; and 
LIFO where emphasis is shifted from 
valuation of inventory remaining to cost- 
ing of inventory used, the resulting valua- 
tion being a bookkeeping by-product of 
very doubtful value. The usual practice 
of applying the “conservative” modifica- 
tion of market price if lower than the cost 
under LIFO thus appears again as a com- 
promising of the principle of the system of 
valuation. In a rather extended home- 
work or laboratory problem, the student 
should work out the inventory valuation 
for the end of several accounting periods 
under the various systems of inventory 
valuation. This problem should be carried 
through to show the effect on income 
statement and balance sheet. 

The treatment of inventory valuation 
according to the tenets of economic analy- 
sis in which the determination of the in- 
come received from operations for the 
past period is treated as one problem; the 
valuation of present inventory on the basis 
of its expected income producing power 
in succeeding periods as an entirely sepa- 
rate problem; and the connection of the 
two by the introduction of the concept of 
the speculative gain or loss, should be de- 
veloped in class discussion. The great diffi- 
culty of introducing the conceptual 
scheme of economic analysis, with its 
value judgments of uncertain future 
events, into accounting procedures can 
then be shown. Some consideration of the 
effect on the Income Statement and Bal- 
ance Sheet of the different methods of in- 
ventory valuation when a business does 
not keep a constant physical inventory is 
necessary before undertaking an appraisal 
of the effects of inventory valuation sys- 
tems on the national economy. The effects 
on both the individual business unit and 
the economy as a whole should be 
studied. The effect on the tax liability of 
the business must, of course, be stressed 


and the tax motivation for the adoption of 
LIFO pointed out. 

The student is now ready to study the 
effects of inventory valuation systems on 
tax receipts and hence on the government 
surplus or deficit. This is a point which is 
extremely important for fiscal policy. Au- 
tomatic compensatory fiscal policy has 
been of growing importance with pay-as- 
you-go income tax collection and unem- 
ployment compensation. LIFO works in 
the opposite direction as do some of the de- 
preciation and maintenance policies which 
are best considered next in the course. 
There are two other points of integration 
of inventory valuation with economics 
which should be considered briefly in an 
elementary course: first, the effect of in- 
ventory valuation on national income 
data, and, secondly, the possible psycho- 
logical effects on the businessman, the 
stockholder and the creditor of different 
methods of inventory valuation and the 
relation of these effects to business cycle 
theory. 

Turning to depreciation problems, a 
thorough study of the rationale of the 
more conventional depreciation policies is 
an obvious prerequisite to any detailed 
discussion. This can, perhaps, be best 
started by a study of the effects on profit 
reports, tax payments, dividends, etc., of 
the use of depreciation accounting instead 
of charging replacements to the period 
when they are made. The extent to which 
present accounting practice still sanctions 
this practice in modified form should be 
pointed out. 

The theory of the per unit of output 
methods of depreciation as contrasted 
with the theory of methods of deprecia- 
tion based on elapsed time must be devel- 
oped. It may be worth while to develop the 
rationale for and the practical difficulties 
with a system of depreciation in which the 
depreciation charges on the last incre- 
ments of capacity are made only when 
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these units are in use and then at an ap- 
propriately accelerated rate. The present 
discussion among accountants of deprecia- 
tion policy in a time of changing price 
levels introduces the basic question of just 
what depreciation charges are designed for 
and the even more fundamental problem 
of what is a profit. These questions offer 
golden opportunities to present the eco- 
nomics concentrator with accounting prob- 
lems which are singularly integrated with 
economics. The discussion of deprecia- 
tion problems opens the door to two other 
problems where accounting and economics 
can be profitably integrated. First, the 
problem of the replacement of a fixed asset 
which must be related to the economic con- 
cepts of how investment decisions are 
made. Secondly, since depreciation policy 
involves the allocation of the costs of fixed 
assets not only over time but between 
products, the student is thus introduced to 
cost accounting. There are two areas of in- 
tegration of cost accounting with eco- 
nomics: first, the relation of the cost ac- 
counting problem to the problem of joint 
costs in economic analysis, and, secondly, 
the relation of cost accounting to pricing. 
Here the whole theory of marginal cost- 
marginal revenue pricing must be related 
to the cost and demand information 
actually available to the businessman. 
The effects of different depreciation 
policy on taxes and hence on the govern- 
ment’s effect on national income as well 
as on business decisions both in the price 
area and in the investment area also 
needs some exploration. 

Flow of funds analysis and some study 
of budgeting, on both a cash and an ac- 
crual basis and of break-even charts 


should be introduced at this time if it has 
not been considered earlier. The impor- 
tance of the cash budget as a planning 
tool and as a determinant of business be- 
havior must be stressed and the contrast 
with the economic analysis of the be- 
havior of the firm in which cash position 
is largely ignored needs to be pointed up. 

Although the subject seems to be 
largely omitted in the more progressive ac- 
counting texts the economics concentrator 
should be introduced to the mechanics 
and a bit of the law of the instruments of 
credit. Trade bills and acceptances be- 
cause of their importance in the develop- 
ment of banking should be included in this 
study. Some attention should also be given 
to the financial statements of a bank. 
The economics concentrator will probably 
otherwise emerge from his money and 
credit courses with hazy ideas resting on 
insecure foundations. 

Finally, the study of the business unit 
from its published statements can be 
undertaken as something of a capstone to 
the course. The handling of the net worth 
items in corporate accounts offers an im- 
portant and obvious opportunity for in- 
tegration with the courses in the area of 
corporate finance, while the use of the 
statements by banks and other creditors 
opens new doors to the money and credit 
field. 

To teach the fundamentals of bookkeep- 
ing and to achieve an understanding of all 
these points of integration of accounting 
and economics in one semester is perhaps 
more than we can hope for, but it is a goal 
and it is not impossible to achieve if 
we perfect our teaching materials and 
methods. 
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PAYMENTS FOR THE USE OF CAPITAL 
AND THE MATCHING PROCESS* 


GEORGE J. STAUBUS 
Instructor, The University of Chicago 


NE OF THE more unsettled areas in 
() accounting theory is the treatment 

of the return to various equity- 
holders for the use of their capital. There 
is disagreement on the question of which of 
these distributions are costs to the firm 
using the capital and which are to be in- 
cluded as income to the firm. For ex- 
ample, some accountants treat interest on 
bonds payable as a cost; others consider it 
to be income. Disagreement also exists on 
the question of how to account for inter- 
est that is generally considered to be cost. 
For example, some accountants add 
lapsed purchase discounts to the cost 
of materials or merchandise purchased; 
others handle it as financial expense of the 
period. 

These two areas of disagreement 
prompted the writing of this paper. But 
no unqualified solutions are suggested. 
The first question is discussed from three 
points of view: that of owners, the point of 
view of management, and the entity point 
of view. The answer depends upon which 
point of view is considered the most useful. 
The discussion of the second area of dis- 
agreement is based on the currently popu- 
lar theory of the determination of income 
by matching costs and revenues on a cause 
and effect basis. The acceptability of the 
suggested solution depends upon the ac- 
ceptance of the general theory, of which 
this is only one application, and its useful- 
ness in practice, which in turn depends 
upon the cost of applying the theory com- 
pared to the gains to be derived therefrom. 
” * The author acknowledges the valuable suggestions 
of his colleagues David Green, Jr., Paul Kircher and 


William J. Vatter who read this paper prior to its pub- 
lication. 


Two general methods of handling inter- 
est on creditors’ equities are advocated in 
current literature: (1) treatment of interest 
as an expense, and (2) handling it as a dis- 
tribution of income. 

The first treatment exhibits the interest 
accruing during the period on the income 
statement as a cost of doing business, an 
overall and indirect kind of expense in the 
period of its accrual. This method is ac- 
cepted by that group of accountants who 
take the point of view of the owners of 
business enterprises. These accountants 
and the owners naturally look upon pay- 
ments to “‘outsiders,”’ i.e., non-owners, for 
services provided, as costs. Income is the 
proprietors’ share of the increase in the as- 
sets of the firm resulting from operations 
(in the broad sense), while interest accruals 
are increases in the equity of another 
group. To these accountants, all non- 
owners may be considered as one large 
group as far as payments for services pro- 
vided are concerned, and interest is similar 
to wages, rent and payments to suppliers 
of materials, etc., in that they are all costs 
of earning revenues. 

The main alternative to the treatment 
supported by proprietary theory is that 
advocated by certain proponents of the en- 
tity theory, including Professor Paton. 
This group views interest on creditors’ 
equities as a distribution of income in the 
period of accrual; they do not find the 
great cleavage between the creditors’ 
share and the owners’ share that the pro- 
prietary theorists emphasize. To them in- 
come is not a proprietary concept; they 
are more receptive to a “‘return on total in- 
vestment” concept of income. This is 
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Paton’s conclusion after a long discussion 
of the nature of net revenue in his first pres- 
entation of the entity theory of account- 
ing. 

Evidently, then, net revenue may be defined 
essentially from the standpoint of relatively long- 
term, capital-furnishing, income-bearing equities. 
Net revenue measures the increase in these equi- 
ties, the amount available for apportionment or 
distribution among the various classes of inves- 
tors.! 


Professor Paton’s position requires fur- 
ther examination. The above-quoted para- 
graph seems to be a representative state- 
ment of the stand taken by him on the 
question of what to include in “net reve- 
vue” (income). Over a period of several 
decades he has repeated often, in books 
and articles, that income is the return to 
all investors. One might expect that this 
point of view towards income would be re- 
ferred to as the investors’ point of view. 


However, consider the following para- 
graph. 

From the point of view of the enterprise as an 
economic entity and a center of managerial activity, 
on the other hand treatment of interest as a 
charge analogous to operating costs, such as labor 
and materials is objectionable. To management 
the cost of operating the undertaking is not af- 
fected by the form of capital structure employed, 
nor by the particular kinds of instruments used in 
raising the necessary funds. To management the 
bondholders’ dollar and the money furnished by 
the stockholders become amalgamated in the 
body of resources subject to administration, and 
the net income of the enterprise consists of the 
entire amount available for apportionment among 
all classes of investors. Interest charges, from this 
standpoint are not operating costs but represent 
a distribution of income, somewhat akin to divi- 
dends.? 


Now which viewpoint towards income is 
accepted by Paton for accounting purposes 
—the investors’, the management’s, or 


1W. A. Paton, Accounting Theory (New York: The 
Ronald Press Company, 1922), p. 264. 

? W. A. Paton and A. C. Littleton, An Introduction 
to Corporate Accounting Standards (Chicago: American 
Accounting Association, 1940), p. 43. Italics not in 


that of the business entity as a whole? Or 
are all of these the same? First, let us at- 
tempt to distinguish between the mana- 
gerial viewpoint and the “‘point of view of 
the enterprise as an economic entity.” 

If accounting is to be undertaken from 
the point of view of the business entity 
then it must be clear what this term 
means. In the real world a business enter- 
prise as such cannot think and cannot have 
a point of view on any subject. So it is 
necessary to construct a hypothetical 
point of view in order to have something 
to talk about. Obviously, the entity will 
try to protect its own interests. Since a 
business entity cannot consume the wealth 
it possesses, except by incurring losses, ap- 
parently its main objectives would be con- 
tinuity of life and growth, i.e., increase in 
total properties. Successful operations 
would mean operations that result in a 
contribution towards the attainment of 
these objectives. Financially successful 
operations increase the total assets of the 
entity and the strength of its financial 
structure, i.e., its ability to meet its obli- 
gations when they come due. This means 
it must acquire more assets than it con- 
tracts to disburse. To the entity then, that 
part of its revenue to be called income is 
the amount that can be retained, i.e., the 
amount it does not have to distribute in 
order to continue its existence. The pri- 
mary basis for division of revenues from 
the entity’s point of view is the urgency of 
the distribution; whether it is a payment 
of wages, interest, or rent is not so impor- 
tant. On this basis prospective distribu- 
tions of revenue may be classified as fol- 
lows: (1) those due on a definite date and 
which if not made may result in legal ac- 
tion, (2) those which are scheduled for a 
definite date but which can be postponed 
or eliminated without legal action on the 
part of the prospective recipient (interest 
on income bonds and dividends on pre- 
ferred stock would be included in this cate- 
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gory), (3) those which are customarily 
made or are expected to be made although 
not promised or legally required (dividends 
on common stock), and (4) the remainder 
of the revenues. To which of these shall we 
give the title “income”? To an entity with 
the interests outlined above, item (4) only 
is income. 

The above discussion is not complete, 
but it indicates a general approach that 
might be taken by people interested in an 
entity point of view. The results must be 
compared with the managerial point of 
view. 

Insofar as members of corporate*® man- 
agement groups have any interest in the 
income of the corporation, their interests 
can be divided into three classes: (1) a de- 
sire to satisfy their “employers” (the vot- 
ing stockholders) in order to retain their 
position, (2) the desire to further the in- 
terest of the corporation as an entity be- 
cause they are associated with it and such 
things as promotions, raises, job security, 
and prestige depend upon the prosperity 
and continuation of the corporation, and 
(3) the desire of owner managers (mana- 
gers whose gains from ownership are likely 
to be significant in relation to their gains 
as employees) to increase their gains from 
ownership of an interest in the firm. Al- 
though these interests are not mutually ex- 
clusive, it is helpful to treat them as if they 
were. In this case the managers classified 
under (1) and (3) will have a proprietary 
viewpoint towards corporate income. They 
will attempt to maximize net income to the 
voting equity in the one case or to the 
owner group of which they are members in 
the other. The managers classified under 
(2) will have a viewpoint which might be 
considered as similar to the entity view- 
point discussed above. If they are inter- 


3 It will be convenient to limit the remainder of the 
discussion to corporations and corporate income. The 
management of unincorporated enterprises will usually 
come under (3) in this paragraph. 


ested in any sort of corporate income it is 
the income retained by the corporation for 
corporate purposes—to further the inter- 
est of the corporate entity upon which 
their jobs, future prospects and prestige 
depend. 

If the terms “managerial point of view” 
and “entity point of view” are to be con- 
sidered synonymous in the general case, 
one must be defined in terms of the other. 
Extant definitions can not always be rec- 
onciled. In a particular case the managers 
may also be the owners and their view- 
point can hardly be considered an entity 
viewpoint. That brings up the question, 
what does the term “point of view of the 
entity” mean to those people who use it? 
As was pointed out previously, the way 
Professor Paton defines income (net rev- 
enue) it appears that the point of view of 
the entity means the point of view of all 
investors as a group. On the other hand 
he also uses “entity point of view” inter- 
changeably with “managerial point of 
view.” 

It would seem that if accountants attach 
any importance to the concept of the busi- 
ness entity and believe in determining in- 
come by reference to that point of view as 
well as treating the business as an entity 
for the purpose of defining the scope of the 
activities to be recorded, an effort should 
be made to define and emphasize an entity 
point of view. This surely cannot be ac- 
complished in a satisfactory manner by 
picking just any group from the number 
that have an interest in the corporation 
(non-managerial employees, various mana- 
gerial groups, governments, stockholders, 
bondholders, current creditors, etc.) and 
considering its viewpoint to be that of the 
entity. If we do not want to depend upon 
our imaginations to tell us what the point 
of view of the entity is but would rather 
substitute the viewpoint of a particular 
group, we should pick a group which seems 
to have interests that might be similar to 
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those of the corporate entity. Of the groups 
we have mentioned, management group 
(2), i.e., those managers whose interests in 
the welfare of the corporation is based 
mainly on their dependence upon the 
growth and continuity of the corporation 
for job security, prestige, promotions, 
raises, etc., is the one whose viewpoint 
appears to be most like the entity view- 
point. 

This type of managerial interest in the 
firm must be what Paton and Littleton 
had in mind when they wrote, ‘“To man- 
agement the cost of operating the under- 
taking is not affected by the form of capital 
structure employed, nor by the particu- 
lar kinds of instruments used in raising 
the necessary funds. To management, the 
bondholders’ dollars and the money fur- 
nished by the stockholders become amalga- 
mated in the body of resources subject 
to administration, and net income of the 
enterprise consists of the entire amount 
available for apportionment between all 
classes of investors.‘ 

These two sentences point up just one 
thing: the costs of long term capital are 
usually fixed as far as the managers are 
concerned. But to say these costs are fixed 
is not to say that management is indiffer- 
ent as to at what level they are fixed. 
Management interests in group (1) above 
would like to see bond interest and divi- 
dends on non-voting stock reduced. Man- 
agement interests in group (3) above would 
like to see the return to holders of securi- 
ties senior to their own reduced. The 
viewpoint towards income of managers of 
these interests cannot easily be distin- 
guished from the proprietary viewpoint. 
The managers with a viewpoint distinctly 
different from the owner’s viewpoint 
(group (2) above) would like to see all 
distributions of corporate assets reduced, 
or at least held to a financially advisable 


* Paton and Littleton, of. cit., p. 43. 
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minimum (in the case of dividends). To 
these managers, “the bondholders” dollars 
and the money furnished by stockholders” 
become amalgamated with the material 
furnished by suppliers and the labor serv- 
ices furnished by employees to make up 
the body of resources subject to adminis- 
tration. The fact that some of these re- 
sources have a fixed cost does not mean 
that the managers wish the cost were not 
fixed but variable downwards. They dis- 
like making a distribution of dollars under 
a long-term contract no less than under a 
short-term contract, or no contract at all. 
They would prefer to retain for corporate 
use as much of the revenue as possible. 
The maximization of retained earnings is 
their goal. 

At this point in the discussion, the fol- 

lowing conclusions appear valid: 

1. Interest accruing to creditors should be 
treated as a cost by accountants who base 
their theoretical framework on the proprie- 
tor’s viewpoint towards the business firm. 

2. Treatment of interest accruing to creditors 
and distributions of corporate assets (other 
than liquidating distributions) to owners 
as costs is consistent with the “entity” 
point of view. 

3. Insofar as managers have a viewpoint 
towards the income of business that can be 
distinguished from the viewpoint of owners, 
distributions to creditors and owners, like 
distributions to employees, are costs. 


Why is it that the interest cost for the 
period is almost invariably given a position 
near the bottom of the income statement, 
often after a net operating profit figure 
has been reached? What is the difference 
between it and other types of costs? The 
first question can be answered by going 
back towards the Patonian line of reason- 
ing. Interest cost is considered more 
closely related to income than are the other 
costs. 

The difference between interest and 
other costs is that interest is a return 
for the use of capital goods (a store of 
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services) to which the payer of interest 
usually, although not necessarily, has title 
(secured with borrowed money), whereas 
rent is a return for the use of capital goods 
not owned by the payer of rent, and wages 
are payments for the use of a store of 
services not owned by the payer of wages 
and not generally referred to as capital 
goods because of the lack of a market for 
them in our society. The fact that equity 
holders often contribute their services un- 
der a long term contract while employees 
usually can withold their services and 
terminate the relationship at any time 
does not seem to be an important distinc- 
tion for the present purpose. The fact that 
employees take their “stores of services” 
home every night while investors leave 
theirs in the possession of the corporation 
continuously until they decide to withdraw 
(usually by transferring their interests to 
new equity holders) is important for some 
purposes but not for deciding what is 
income to a corporation. 

Let us examine the distinction between 
interest and rent more closely. The owner 
of the rented property presumably has the 
alternative choice of investing his money 
in a way such that he will receive interest 
(in bonds or mortgages, for example). 
So we can safely assume that he will at- 
tempt to set his rental price high enough 
to cover the interest he might have been 
earning, as well as depreciation, additional 
risk, taxes, etc. Therefore, regardless of 
whether a firm rents property or borrows 
money and buys property it will be paying 
for the use of money, implicitly or explicit- 
ly, and which form the contract will take 
depends to a large extent upon the parties’ 
expectations regarding the future course 
of values of money and the property in 
question. 

These comments on the nature of inter- 
est (according to the popular meaning of 
the term, not its meaning in economic 
theory) make it quite clear that interest 


paid by the owner of a mortgaged plant 
building should be given very nearly the 
same accounting treatment as would rent 
on that building if the contract for the use 
of it took the form of a lease, e.g., as 
overhead charged to work in process in- 
ventory in a manufacturing plant. Using 
the terminology of Paton and Littleton, 
interest cost attaches to other costs in 
the same way that labor cost and over- 
head attach. Likewise, interest cost ex- 
pires when its contribution to revenue is 
realized. In theory there is no good reason 
why the basic concepts of “cost,” “‘costs 
attach,” and “matching costs and reve- 
nue’”® should not be applied to interest 
cost as they are to other costs. 

Another example should help to make 
clear the similarity of interest cost to other 
service costs. Perhaps the most acceptable 
case is that of interest on money borrowed 
to finance the construction of fixed assets. 
Let us turn to An Introduction to Cor porate 
Accounting Standards for the answer this 
time. 

The general test or tests to be applied to the 
various costs incurred in the particular period to 
determine their disposition as deductions from 
current revenue on the one hand and deferred 
charges on the other may be readily indicated. 
First, does the charge in question represent a 
bona fide cost, an expenditure reasonably justified 
under all the circumstances? If the answer is in 
the affirmative the charge cannot well be treated 
as a loss, although it still may be a current deduc- 
tion. Second, does the charge represent a factor 
from which a future benefit or contribution can 
reasonably be anticipated? That is, is the charge 
intrinsically associated with future revenues? If 
the answer is again in the affirmative, the cost 
under consideration may properly be deferred. A 
minor test of some value is suggested by the 
question: Is the charge of the regularly and fre- 
quently recurring type? For costs of this nature 
there is a presumption in favor of absorption in 
current operations, due allowance being made for 
ordinary inventories and prepaid balances.® 


The interest cost, in this case, clearly 


5 Paton and Littleton, op. cit., pp. 11 ff. 
Ibid., pp. 73-74. 
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passes the first test; the minor test is not 
so clearly passed; it is more of a guide to 
action in day to day work than an ideally 
accurate test. We conclude that interest 
cost during the construction period should 
be deferred. 

This treatment is accepted by utility 
regulatory bodies and its acceptance in 
that field has contributed to its half- 
hearted acceptance in other fields although 
it is usually considered to have “little 
justification in theory.” 

Purchase discounts provide still another 
example. When merchandise is purchased 
on terms that allow a cash discount the 
amount of the discount offered can be 
broken down into two parts. From the 
point of view of the seller it includes (1) 
a charge to the customer for the use of 
funds, and (2) a charge to cover the in- 
creased likelihood that the receivable will 
turn out to be uncollectible if it is not 
collected within a short period.* From the 
point of view of the buyer the cash dis- 
count—if it is allowed to lapse—can be 
viewed as partly interest cost and partly 
a financial management loss.* The question 
then arises, when does the interest cost 
expire? Surely something of value (the use 
of money) was received for this payment, 
ie., the expenditure does contribute to 
revenue and is not a loss but an expense 
of some period. Its contribution to revenue 
is made at the same time that the other 
costs of obtaining the merchandise—net 
invoice price, transportation costs, re- 


7H. A. Finney, Principles of Accounting—Inter- 
oy (3rd ed.; New York: Prentice-Hall, Inc., 1946), 


8 Actually customers who pay after the discount 
has lapsed are charged with the uncollectible accounts 
of their fellow customers. 

® This breakdown would be applicable only if the 
lapse were a result of a short me position. If the dis- 
count were allowed to lapse through carelessness or 
poor procedures at a time when it easily could have been 
taken, it would be a loss in its entirety. Most cases of 
lapsed discounts may come within this category, at 
least in some firms. It is assumed that a less expensive 
source of credit is available. 


ceiving cost, etc.—make their contribu- 
tion, viz., when the merchandise is sold. 
In other words the interest cost of obtain- 
ing merchandise and holding it until the 
time of sale attaches to the merchandise; 
if the merchandise is not sold until a later 
accounting period all costs attaching to 
it constitute “inventories” at the end of 
the period of purchase (assuming a cost 
method of pricing is used). 

In these examples it was assumed that 
the interest accruing on a particular con- 
tract was applicable to the assets acquired 
by that contract. It is doubtful if that 
method of matching interest cost with 
assets is a fair one or the most useful, 
not to mention the difficulties involved in 
cases of money borrowed to supplement 
working capital in general rather than 
for the purchase of some particular asset. 
A cross-section view of the relationship 
between assets and equities, i.e., consider- 
ing each equity as attaching partly to each 
type of asset and each asset as subject 
to part of each equity,’ would yield more 
realistic results. 

According to the entity viewpoint out- 
lined above, or under what might be called 
a distinct managerial viewpoint—as dis- 
tinguished from proprietary points of 
view—the returns to all equity holders are 
costs and the total of these explicit and 
implicit returns would be the interest cost 
for the period. In a typical corporation, 
these rates of return may vary from two 
per cent on intermediate term loans to 
six per cent on common stock. The cost 
to the firm of the capital secured by the 
intermediate term loans in such a case 
cannot be considered to be only two per 
cent, however, since it could not secure 
capital on such favorable terms if it did 
not have junior securities (drawing an 
average return much greater than two 


10 See W. A. Paton, Essentials of Accounting (rev. 
Fn York: The Macmillan Company, 1949), 
p. 28. 


) 

] 

f 

t 

e 

n 


110 The Accounting Review 


per cent) outstanding as cushions to 
protect the senior security holders. Simi- 
larly, the cost of the capital obtained by 
the issuance of common stock should not 
be thought of as the dividends paid to the 
holders of that stock because by issuing 
such securities, and paying a fairly high 
return on them, the firm is enabled to ob- 
tain capital at more favorable rates by 
issuing senior claims. 

The rate of return on no one security 
should be considered representative; the 
average rate on a well-balanced capital 
structure would be more reasonable as 
the cost of acquiring capital on any spe- 
cific security. This probably holds true for 
current additions to capital, also. The 
greater the cushion offered to the prospec- 
tive furnisher of capital, the lower the 
rate it will be necessary to offer and vice 
versa. 

With these considerations in mind, it is 
suggested that the total interest cost for 
the period be divided by the average 
total assets to determine the one rate at 
which interest is applicable to all of the 
assets—hereafter referred to as the “asset 
interest rate.”’ 

For the purpose of discussing the nature 
of the charge for interest the assets are 
broken down into six groups as follows: 
(1) cash, (2) “non-interest-bearing” re- 
ceivables, (3) interest-bearing receivables. 
temporary investments, and long-term in- 
vestments which normally yield some ex- 
plicit return, (4) non-amortizable fixed 
assets, (5) amortizable fixed assets, and 
(6) inventories. 

The asset interest rate should be ap- 
plied to the average balance of cash and 
the result charged to an expense account. 
In computing the average balance, ac- 
count must be taken of seasonal fluctua- 
tions and other significant variations. It is 
not likely that an average of the beginning 
of the period balance and the end of the 
period balance would be representative. 


However, it may be that the regular inter- 
im reports prepared for other purposes 
would provide suitable data for computing 
the average unless they are computed 
only as of the ends of the months and the 
balances are abnormal at those dates. 

Receivables which do not bear interest 
explicitly should be assumed to bear inter- 
est implicitly and the interest cost of carry- 
ing these receivables (the asset interest 
rate times the average balance of these 
receivables) should be deducted from the 
interest earned on them. If the interest 
earned on them is included in gross sales 
(i.e., only sales discounts taken are de- 
ducted from gross sales to arrive at net 
sales, or if no sales discounts are offered), 
the interest cost applicable to them should 
be deducted in arriving at net sales. If 
sales are recorded net and income from 
lapsed sales discounts is segregated, the 
interest cost is partly applicable to net 
sales and partly applicable to income from 
lapsed discounts. 

Receivables, securities, and other in- 
vestments, the income from which is 
usually accounted for explicitly, do not 
present any particular difficulties. The 
interest cost of carrying these assets should 
be deducted from the income from them. 
If no income is realized from them during 
the current period, or to the extent that 
the interest cost exceeds the realized in- 
come, the interest cost would be considered 
a loss if two conditions are fulfilled: (1) 
the assets in question are ‘‘fixed dollar” 
assets, and (2) gains and losses resulting 
from changes in the purchasing power of 
the dollar are not recognized. Otherwise 
the interest cost may be capitalized. 

The next group of assets to be considered 
includes those fixed assets which earn no 
income that can be accounted for separate- 
ly and are not amortized. This group can 
be subdivided according to whether the 
asset is considered to be in use currently 
or is being held for future use. Examples 
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of the former category are organization 
costs, goodwill, and other intangibles 
which are not considered to be amortizable 
in the circumstances, .and land in use. 
The interest cost of carrying the intangi- 
bles should be considered a general ex- 
pense. The interest cost of carrying land 
should be handled in the same way as 
taxes on land. The interest cost of carrying 
the assets held for future use should be 
accorded the same treatment that other 
carrying charges on these assets receive— 
perhaps capitalization. 

Amortizable fixed assets require a dif- 
ferent treatment. The interest on the book 
value at the end of the period should be 
capitalized; the interest on the amount 
amortized should be charged to the amor- 
tization. In the case of amortization 
charged to an inventory account care must 
be taken to avoid duplication of the 
interest charge. If depreciation, for exam- 
ple, is charged to work in process inventory 
during the period, interest on that part of 
the fixed asset that has gone into inventory 
will be included in the computation of 
interest on the inventory, so only interest 
up to the date the depreciated portion of 
the fixed asset is assumed to have been 
transferred to inventory should be included 
in the depreciation charge. 

Inventories present something of a prob- 
lem in apportioning interest. The most 
difficult situation is that in a manufactur- 
ing concern which carries inventories in 
three general conditions—raw materials 
and supplies, work in process and finished 
goods. An approach that could be used at 
the end of the period follows. Add the 
averages of the three inventories and apply 
the asset interest rate to the total to ob- 
tain the interest cost of carrying inven- 
tories for the current period. Then this 
amount must be apportioned among the 
ending inventories and factory cost of 
sales. 

The amount applicable to the raw 


materials and factory supplies inventories 
is the asset interest rate times the ending 
inventory for one half of the inventory 
turnover period (e.g., if the inventory 
turned over six times in a year the inven- 
tory turnover period would be two months 
and the ending inventory would have been 
on hand an average of one month, assum- 
ing no fluctuations in the total inventory 
or if the rate of turnover). 

The interest cost applicable to the end- 
ing inventory of work in process could be 
computed by applying the asset interest 
rate to the inventory for half of the work 
in process inventory turnover period, and 
adding to that the asset interest rate times 
the estimated materials and supplies in 


_the work in process inventory for the ma- 


terials inventory turnover period. 

A more elaborate, but perhaps more ac- 
curate method, would involve a break- 
down of the work in process inventory by 
cost elements, If this is convenient, the 
amount of interest applicable to the ending 
inventory of work in process (materials) 
would be the asset interest rate times the 
ending inventory for the turnover period 
of the raw materials inventory plus the 
asset interest rate times the ending inven- 
tory for one-half the work in process 
(materials) inventory turnover period 
(assuming all materials were applied at 
the same time). Work in process (labor) 
should be charged with the asset interest 
rate times the ending inventory of work 
in process (labor) for one half of the work 
in process (labor) inventory turnover 
period (assuming that the average job has 
been on hand one inventory period,” and 
that over this period it has accumulated 
gradually so that the ending inventory 
represents twice the average accumulated 


1! The inventory turnover period is one half of the 

iod required to complete the job. If a job requires 
$200 of labor and takes a year to complete, the average 
inventory is $100 and the labor cost of goods manu- 


factured is $200 so the turnover period is six months. 
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labor costs on the inventoried items). 
Work in process (overhead) should be 
split into two parts. The factory supplies 
would be handled in the same way as ma- 
terials in process, while the overhead items 
that came into process directly from out- 
siders (indirect labor, rent, taxes, etc.) 
or represent the current amortization of 
fixed assets (depreciation, patents, in- 
surance, etc.) should be treated the same 
as direct labor, provided the charge to 
work in process included interest up to 
the date of transfer to work in process. 

Finished goods inventory should be 
charged with the interest applicable to the 
raw materials and supplies in it (before 
those raw materials and supplies were 
requisitioned for production—the asset 
interest rate times the other costs of the 
raw materials and supplies for the turnover 
period of that type of inventory) plus the 
asset interest rate times the finished goods 
inventory for one work in process inven- 
tory turnover period plus the asset interest 
rate times the ending inventory of finished 
goods for one half the finished goods in- 
ventory turnover period. 

After computing the total amount 
applicable to the ending inventories it 
must be deducted from the total interest 
cost applicable to all inventories handled 
during the period to determine the amount 
applicable to the goods not on hand at 
the end of the period (factory cost of sales). 

The entries for interest cost include 
charges to an interest clearing account 
and credits to the liability accounts. 
Then the interest accumulated in the 
clearing account would be closed to the 
accounts indicated above—expense ac- 
counts, contra revenue accounts, inven- 
tory accounts, and fixed asset accounts. 
A procedure that probably would be of 
great help is the use of a predetermined 
asset interest rate during the period. This 
would allow the inclusion of interest in 
interim charges to overhead for the amor- 


tization of fited assets! and would other- 
wise aid in handling inventories. 

Up to this point the problem of how to 
compute the interest cost of capital sup- 
plied under contracts which do not specify 
definitely what the rate of return is to be, 
or what part of the contract price repre- 
sents interest, has been avoided. This 
capital may be divided into two classes: 
(1) that supplied under contracts which 
bear only implicit interest (e.g., trade 
accounts payable, accrued wages, accrued 
taxes and other accrued liabilities), and 
(2) the equity of holders of stock with no 
dividend preference. 

Perhaps the most reasonable treatment 
of the implicit interest on current liabilities 
would be not to attempt a computation 
of the exact amount but to charge the 
entire price, excluding discounts, to the 
primary goods acquired, for example, pur- 
chases of materials by a manufacturing 
concern, or merchandise by a distributing 
business, could be charged to inventory 
or operating cost accounts at the net in- 
voice price. If the average elapsed time 
between receipt of the goods and payment 
of the invoice were 15 days, then the end- 
ing inventory and the goods issued could 
be given credit for 15 days’ interest when 
the interest cost is assigned to inventories 
as outlined above. The same procedure 
could be applied to accrued labor cost and 
other accrued costs that go into inventory. 
Implicit interest on accruals of cost that 
are not deferred but are “expensed” im- 
mediately need not be given any specific 
attention. For example, sales salaries cost 
and federal income taxes may be handled 
in the customary manner. If the implicit 
interest on “non-interest-bearing”’ current 
liabilities is handled in this manner, the 
average amount of such liabilities will have 
to be deducted from the total assets when 
computing the asset interest rate. 


2 The annuity method of depreciation would be ap- 
plicable. 
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The equities which receive some explicit 
interest return, for example, common 
stockholder’s equities, present an entirely 
different problem. One approach would 
be on an actual dividends declared basis 
whereby charges for dividends during the 
year would be included in interest cost. 

The difficulty with this is that dividends 
fluctuate considerably in many cases. 
These fluctuations may reasonably be 
viewed as the result of accruals and pre- 
payments, i.e., “abnormally” high divi- 
dends in any year may be viewed as in- 
cluding, besides the current years’ divi- 
dend, either a payment of dividends of 
previous years heretofore unpaid or a 
prepayment of future dividends, and in 
case of “‘abnormally” low yearly divi- 
dends, it might be said that the deficiency 
had been paid in previous years or its 
payments were being deferred until future 
years. If such an explanation is accepted 
then some dividend rate will have to be 
picked as “‘normal,” and that rate applied 
to the book value of the equity should be 
considered the interest charge for the year. 
A dividends clearing account could be 
used; it would be charged with actual 
dividends and credited with normal divi- 
dends, which are, in turn, charged to the 
interest cost account. Its balance, debit, 
if actual dividends exceed normal, credit, 
if normal dividends exceed actual, could 
be closed to a reserve for equalization of 
dividends. The reserve for equalization of 
dividends would represent a positive or 
negative equity in the assets of the entity 
which both the equity holders and the 
entity “expect” will be substantially elimi- 
nated in the future. 


CONCLUSION 
Perhaps the above exposition can be 
used as a test of (1) whether the reader 
really believes in (a) attempting to match 
all costs with the revenue resulting there- 
from, or (b) matching costs with revenue 
only in the case of costs of goods which 


can be physically associated with the 
production of revenue, and (2) whether 
the reader prefers an entity or a distinc- 
tively managerial theory of corporate in- 
come to the proprietary theory. 

If the reader considers the whole thing 
illogical, he must prefer a time basis of 
matching to a cause and effect basis for 
fixed costs such as depreciation due to 
obsolescence, property taxes, and certain 
salaries. If only the inclusion of dividends 
as cost is objected to, it must be the entity 
theory that is rejected. Of course, one can 
agree with both cause and effect matching 
and the entity or “managerial” theory 
and still consider the suggested accounting 
procedures useless on the grounds that 
the advantages of applying them would 
not be “‘worth the trouble.” Before making 
such a judgment, however, he would have 
to take into consideration the possible 
benefits. From the management’s point 
of view, these might include (1) calling at- 
tention to the interest cost of holding cer- 
tain “unproductive” assets, such as cash, 
idle land and long-term receivables which 
could be availed of to reduce the in- 
terest-bearing equities, and (2) showing 
a more realistic picture of the costs of 
factors of production such as services of 
fixed assets and materials purchased in 
advance of their needs. (Interest is often 
included as a cost in informal computations 
in these connections, but it has seldom 
been included in the accounts. It is con- 
sidered valid enough for decision-making 
purposes, but not for the more important 
(?) matter of making formal accounting 
entries.) Readers of accounting statements 
other than managers might also find it 
helpful to receive reports placing more 
emphasis on economics and less on law. 
However, suggestions that the economic 
aspects of business operations and situa- 
tions be reported in accounting statements 
is being resisted in many quarters, perhaps 
for valid and weighty reasons. 
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ADMISSION OF A NEW PARTNER 
BY INVESTMENT 


JOHN WOODWARD FITZGERALD 
Associate Professor, Ithaca College 


HE PURPOSE of this article is to call 
attention to certain fundamental re- 
lationships among those basic ele- 
ments which constitute the distinguishing 
features of accounting problems involving 
the admission of a new partner by invest- 
ment. These relationships are presented 
against the background of a simple illus- 
trative problem of which the following is a 
preliminary statement. 

All of the partners in the firm of O, in 
which the total investment (a) is $200,000, 
have consented to the admission by invest- 
ment of NV with an equity ratio (e) (i.e., a 
proprietary interest) of $ in the new firm. 

This incomplete statement allows for the 
emergence of any one of the three possible 
situations enumerated and discussed be- 
low. 


1. No Bonus, No Goodwill 


This situation determines N’s admission 
on what might be called the “par basis.” 
Since the problem has already specified 
O’s investment (a) at $200,000 and N’s 
equity ratio (e) at 4, there can be but one 
“par basis” dollar value of the investment 
to be made by namely, 


é 


xa 


which defines the only possible dollar 
value of V’s “par basis” investment (i) as 
the product of O’s investment (a) of 
$200,000 and a ratio, of which the numer- 


1 Whenever the arabic numerals, 1, 2, and 3, are used 
in this article as subscripts, they restrict the meanings 
of the symbols subscribed exclusively to Situation 1, 
Situation 2, and Situation 3, respectively. The meanings 
of symbols without subscripts, on the other hand, are 
not so restricted. 


ator is N’s equity ratio (e) of 4 and of 
which the denominator is O’s equity ratio 
(1—e) of #. The substitution of these 
figures in the above expression determines 
the dollar value of N’s “par basis” invest- 
ment (i) at $50,000, which serves as a 
useful reference figure in considering the 
remaining two situations. 


2. Bonus or Goodwill to O 


In this situation, investment (i2) 
must be greater than N’s “par basis” in- 
vestment (7,) determined above at $50,000. 
Assume that WV is required to make an in- 
vestment (i2) of $55,000. 

If the bonus method of admission is 
used, the dollar value of the bonus to O is 


be=(1—e) X (t2—11) 


which defines the bonus to O (42) as the 
product of O’s equity ratio (1—e) and the 
difference between N’s actual investment 
(iz) and N’s “par basis” investment (71). 
The substitution of the relevant figures in 
the above expression determines the dollar 
value of the bonus to O (bz) at $4,000. 

If the goodwill method of admission is 
used, the dollar value of the goodwill to 
O is 


which defines the dollar value of the good- 
will to O (ge) as the dollar value of the 
bonus to O (b,) divided by N’s equity 
ratio (e). The substitution of the relevant 
figures in the above expression determines 
the dollar value of the goodwill to O (gz) at 
$20,000. 
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3. Bonus or Goodwill to N 


In this situation, investment 
must be less than N’s “‘par basis” invest- 
ment (i,) determined above at $50,000. 
Assume that W is required to make an in- 
vestment (is) of only $35,000. 

If the bonus method of admission is 
used, the dollar value of the bonus to WN is 
bs = (1—e) X(ti— is) 
which defines the bonus to WN (03) as the 
product of O’s equity ratio (1—e) and the 
difference between N’s “par basis” invest- 
ment (7,) and W’s actual investment (7;). 
The substitution of the relevant figures in 
the above expression determines the dollar 

value of the bonus to NV (63) at $12,000. 

If the goodwill method of admission is 
used, the dollar value of the goodwill to V 
is 

which defines the dollar value of the good- 
will to NV (g;) as the difference between 
N’s “par basis” investment (i) and N’s 
actual investment (i;). The substitution of 
the relevant figures in the above expression 
determines the dollar value of the good- 
will to NV (gs) at $15,000. 


Summary of the Foregoing Relationships 


The foregoing relationships, illustrated 
graphically on the accompanying diagram, 
may be summarized as follows. 

In the absence of bonus and goodwill, 
the only possible dollar value of N’s “par 
basis” investment (7) is the product of 
O’s investment (a) and a ratio, of which 
the numerator is N’s equity ratio (e) and 
of which the denominator is O’s equity 
ratio (1—e). 

Whenever the bonus method of admis- 
sion is used—regardless of whether the 
bonus goes to O (in which case N’s actual 
investment, i2, is greater than N’s “par 
basis”’ investment, 7) or to N (in which 
case WV’s actual investment, is, is less than 
N’s “par basis” investment, 7,)—the dollar 


value of the bonus is the product of 0’s 
equity ratio (1—e) and the arithmetic dif- 
ference between N’s “par basis’ invest- 
ment (i,) and W’s actual investment 
(either 72 or 73). 

Whenever the goodwill method of ad- 
mission is used, and the goodwill goes to 0, 
the dollar value of the goodwill to O (g:) is 
the dollar value of the bonus to O (b:) di- 
vided by N’s equity ratio (e). 

Whenever the goodwill method of ad- 
mission is used, and the goodwill goes to 
N, the dollar value of the goodwill to 
N (g;) is the difference between N’s “par 
basis” investment (7) and N’s actual in- 
vestment (7). 


Comparison of the Bonus and Goodwill 
Methods of Admission 


In Situation 1, there can be neither a 
bonus method of admission nor a goodwill 
method of admission, since, in Situation 1, 
there can be neither bonus nor goodwill. 

In Situation 2, and in Situation 3, both 
the bonus method and the goodwill method 
are, in general, available for use; but in 
any specific case, the use of either one of 
these two possible methods inevitably ex- 
cludes the use of the other. The use of 
either one, instead of the other, auto- 
matically creates an advantage for one 
party (e.g., either for N or for O) and, 
simultaneously, a corresponding, and 
equal, disadvantage for the other party 
(e.g., either for O or for V),—to be referred 
to below as the “comparative advantage 
(disadvantage). Both the incidence and 
the dollar value of this comparative ad- 
vantage (disadvantage) will be the same 
in any specific case, regardless of whether 
or not future events justify the goodwill 
(g) (either actually recorded at the time 
of N’s admission as a result of using the 
goodwill method, or implied by the bonus 
recorded at the time of V’s admission as a 
result of using the bonus method). The 
incidence of this comparative advantage 
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(disadvantage) is determined (as specifi- 
cally indicated in the immediately follow- 
ing statements) by combinations of two 
considerations, of which considerations, 
one is whether N’s profit ratio (i.e., profit 
and loss sharing ratio) (p) is greater than, 
or is less than, NV’s equity ratio (e), and the 
other is whether the bonus method or 
goodwill method is used. If N’s profit ratio 
(p) is greater than N’s equity ratio (e): the 
comparative advantage will accrue to NV 
(and the comparative disadvantage will 
accrue to O) if the bonus method is used; 
and, vice versa, the comparative disad- 
vantage will accrue to N (and the com- 
parative advantage will accrue to O) if the 
goodwill method is used. If N’s profit ratio 
(p) is less than N’s equity ratio (e): the 
comparative advantage will accrue to V 
(and the comparative disadvantage will 
accrue to O) if the goodwill method is 
used; and, vice versa, the comparative 
disadvantage will accrue to N (and the 
comparative advantage will accrue to O) if 
the bonus method is used. If N’s profit 
ratio (p) is equal to N’s equity ratio (e): 
there can be neither comparative ad- 
vantage nor comparative disadvantage for 
either V or O. Statements comparable to 
the foregoing, together with specific exam- 
ples in support of them, are to be found in 
currently used intermediate and advanced 
textbooks.” 

It falls within the scope of this article, 
however, to point out that the dollar value 
of this comparative advantage (disad- 
vantage) (A) is the product of the dollar 
value of the goodwill (g) involved, and the 
arithmetic difference between N’s profit 
ratio (p) and N’s equity ratio (e). It fol- 
lows, therefore, that whenever the value 
of either one of these two factors is zero, 
the dollar value of the comparative ad- 
vantage (disadvantage) (A) must also be 


* See, for example, “Principles of Accounting, Inter- 
mediate,” H. A. Finney, Third Edition, Chapter 4, pp. 
71-73, and “Advanced Accounting,” Karrenbrock and 
Simons, Chapter 1, pp. 8-11. 
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zero. Consequently, the dollar value of the 
comparative advantage (disadvantage) 
(A) must be zero in Situation 1, since, in 
that Situation, the dollar value of the 
goodwill is zero; and, the dollar value of 
the comparative advantage (disadvantage) 
(A) likewise must be zero in Situations 2 
and 3 whenever in those Situations N’s 
profit ratio (p) is equal to N’s equity 
ratio (e). 

Assume that N’s profit ratio (p) is to be 
23%. Since N’s profit ratio (p) of 23% is 
greater than N’s equity ratio (e) of 20%, 
the dollar value of the comparative ad- 
vantage (disadvantage) is 

A=(p—e)g: 
The substitution of the relevant figures in 
the above expression determines the dollar 
value of the comparative advantage (dis- 
advantage) (A) at $600 in Situation 2, and 
at $450 in Situation 3. 

Assume now, instead of as above, that 
N’s profit ratio (p) is to be only 18%. 
Since N’s profit ratio (p) of only 18% is 
less than N’s equity ratio (e) of 20%, the 
dollar value of the comparative advantage 
(disadvantage) is 

A=(e—p)g: 
The substitution of the relevant figures in 
the above expression determines the dollar 
value of the comparative advantage (dis- 
advantage) (A) at $400 in Situation 2, and 
at $300 in Situation 3. 


Addenda 


The investigation on which this article 
is based produced a number of expressions 
and corresponding definitions relating to 
the dollar values of bonus and goodwill. 
Those which have been presented in the 
foregoing discussion have been selected 
because they appeared to offer advan- 
tages in respect of simplicity and the 
rapidity with which they may be used to 
produce the desired numerical results. 
Several of the expressions which were re- 
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jected for the purposes of the above presen- 
tation, however, deserve mention because 
of the implications which they convey. 

The expressions given above for b; and 
bs may also be written as follows: 


be=i2—e(a + in) 
b= e(a + is) 


in which form they define the dollar value 
of the bonus (b)—regardless of whether it 
goes to O or N—as the arithmetic differ- 
ence between W’s actual investment (7) 
and the credit balance of N’s capital ac- 
count immediately after N’s admission, 
e(a + i). These same two expressions may 
also be written as 


bo = (1—e)i2g—ea 
bs = ea—(1—e)is 


in which form they define the dollar value 
of the bonus (b)—regardless of whether it 
goes to O or to N—as the arithmetic differ- 
ence between O’s equity share (1—e) of N’s 
investment (7) and N’s equity share (e) of 
O’s investment (a). This would seem to 
imply that the bonus method of admission 
might be interpreted as an agreement be- 
tween the two parties to the effect that 
N’s capital account is to be credited upon 
his admission in the first instance with the 
full amount of his investment on the 
understanding that, immediately there- 
after, his capital account will be charged, 
and O’s capital account(s) will be credited 
with O’s equity share (1—e) of N’s actual 
investment (i), and that O’s capital ac- 
count(s) will be charged and N’s capital 
account will be credited with N’s equity 
share (e) of O’s investment (a). 

In Situation 2 above, the expression for 
the dollar value of the goodwill was given 
as 

bs 


In Situation 3, the expression for the dollar 
value of the goodwill could have been given 
equally well as 

bs 


1—e 


&s= 


In this form, these two expressions define 
the dollar value of the goodwill (g)—re- 
gardless of whether it goes to O or to N—as 
the dollar value of the bonus (6) divided 
by the equity ratio of the party not re- 
ceiving the goodwill. 

Re-examination of either the accom- 
panying diagram or the preceding discus- 
sion will disclose that, in Situations 2 and 
3, the dollar values of the bonus (0) and the 
goodwill (g) may be regarded as determin- 
ing N’s equity ratio (e) and O’s equity 
ratio (1—e) as follows: 


b { e (N’s equity ratio in Situation 2) 
g ~ Ue (O’s equity ratio in Situation 3) 


g—b {' —e (0O’s equity ratio in Situation 2) 


g e (N’sequity ratioin Situation 3) 
In Situation 1, however, where the dollar 
values of the bonus (6) and the goodwill 
(g) both become zero, ratios of b and g, 
such as those given above, become zero 
divided by zero (i.e., become, in the 


_mathematician’s terminology, “‘indetermi- 


nate’’) which means that they become in- 
capable of determining e¢ and i—e, in 
which case the latter may be determined 
only in terms of the more basic elements a 
and i, as follows: 


=e (N’sequity ratioin Situation 1) 


=1—e equity ratioin Situation 1) 
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A “ONE ECONOMY” CONCEPT OF 
FINANCIAL ACCOUNTING AND 
REPORTING 


ALFRED GREY 
Republica Dominicana 


bers of the accounting profession 

have a real opportunity to increase 
their usefulness to society if they will take 
steps to bring the principles and standards 
of financial accounting and reporting into 
closer conformity with the social and eco- 
nomic situation that exists in the world 
today. To a considerable extent the pre- 
vailing principles of accounting ignore the 
problem of price-level changes. Further- 
more, these principles reflect a narrow 
proprietary view of business operations. 
A corollary of this condition is the tend- 
ency to overlook the fact that others be- 
sides management and stockholders have 
an interest in the financial reports and 
affairs of business corporations. Finally, 
in treating each business as an independent 
entity, accountants may fail to fully recog- 
nize that each such unit is but a part of 
the total economy. 

It may be that what is needed is a shift 
from what may be called the “one enter- 
prise’ philosophy of accounting to a “one 
economy” concept of financial accounting 
and reporting. The latter concept involves 
three basic propositions: 

(1) Every business enterprise consti- 
tutes an organic part of the total economy. 

(2) To a considerable extent, the pres- 
ent status and future prospects of any 
enterprise depend upon, and can be prop- 
erly assessed only in terms of, the facts, 
events, and trends of the total economy. 

(3) Because each enterprise constitutes 
a component of the total economy, the 


same basis of measurement must apply to 
all. 


Bro MANAGEMENT and the mem- 


The one economy concept has important 
implications for both management and the 
accounting profession. The most important 
of these implications are: (1) Management 
must adjust its thinking and standards 
of measure of the status and progress of an 
enterprise to the perspective of the one 
economy concept. (2) The principles and 
standards of accounting and reporting 
that need to be adopted should be of such 
nature as to make it possible to prepare 
consolidated statements for all businesses 
taken together. (3) A common ground for 
economists and accountants must be estab- 
lished so that accounting calculations of 
income can be used by economists without 
“reprocessing.” (4) The same “meaningful 
income dollar’’ should be used in measuring 
general economic activity, business in- 
come, wages, dividends, taxes, (including 
income taxes) and government revenues 
and expenditures. (5) The practice of 
creating and maintaining reserves known 
only to the management of an enterprise, 
but hidden from the rest of the economy, 
should be outlawed. A shift to the one 
economy concept is needed in the interest 
of the individual businessman who must 
have reliable information on which to base 
decisions, and in the interest of social 
harmony between the various segments of 
society within the country and among the 
nations. 

The failure to employ the “meaningful 
dollar’ as the standard of measurement 
results in the misstatement of business 
income. In recent years, the misstatement 
has been in the form of an overstatement 
of profits. In testifying before a Joint 
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Congressional Committee in December 
1948, Professor Sumner H. Slichter stated 
that, “During the last three years Ameri- 
can corporations have overstated their 
profits by about $16,400,000,000.’" Testi- 
fying at the same hearing, Professor Paton 
said that, “... corporate net earnings as 
currently reported are overstated to a 
significant degree . . . ’* George D. Bailey, 
Past President of the American Institute 
of Accountants, stated, “In my experience 
as an accountant I have seen the cash 
reserves of many companies eliminated 
and borrowing required because the neces- 
sary replacements of plant had to be 
made at current high prices.’’* The extent 
of the overstatement in each case largely 
depends upon the inventory valuation 
method used and the basis of calculating 
depreciation that is followed. Any over or 
understatement is undesirable, and vary- 
ing degrees of misstatement add to the 
confusion since they destroy compara- 
bility. 

The consequences of overstating busi- 
ness income may be far reaching and seri- 
ous. For example, a few years ago the 
President of the United States, in com- 
menting upon the size of corporate profits, 
stated, ‘‘As I pointed out a year ago, such 
profits are in excess of the levels needed to 
furnish incentives and equity funds for 
industrial expansion and to promote sus- 
tained economic health,...’* If profit 
accounting had been based upon a more 
realistic concept, it seems certain that 
reported incomes would have been smaller 
during the years in question. This, in 
turn, might have led to different conclu- 


1 Corporate Profits, Hearings before the Joint Com- 
mittee on the Economic Report, Congress of the United 
States, Eightieth Congress, Second Session (Washing- 
ton: U. S. Govt. Printing Office, 1949) p. 3. 

2 Tbid., p. 61. 

8 Ibid., p. 92. 

4 The Economic Report of the President to the Con- 
gress, January 7, 1949 (Washington: U. S. Govt. Print- 
ing Office, 1949) pp. 4-5. 


sions and decisions by those who formu- 
late national policies. 

The question might be asked: Why not 
let accounting principles remain as they 
are and depend upon economists to re- 
process accounting data for purposes of 
national income study and for the use of 
government personnel in formulating fiscal, 
tax, and other economic policies? There are 
two answers to that question: First, if 
accountancy is to continue to enjoy the 
professional status which it has attained, 
and which it seeks to improve, it should 
not leave to others a function which it can 
and should perform. Second, it is the 
accountants, not the economists, who have 
direct access to the records of the business 
units, and it is accountants to whom busi- 
ness management looks for instruction as 
to the proper method of keeping accounts, 
measuring income, and reporting results. 


THE BASIC REQUIREMENTS OF ONE 
ECONOMY REPORTING 


The broad implications of the one 
economy concept of financial accounting 
and reporting were mentioned in the pre- 
ceding section. The detailed formulation 
of a new code consonant with this concept 
is beyond the ability of any one individual. 
It requires the cooperative effort of the 
accounting profession, management, econ- 
omists, and government. The suggestions 
that follow are intended as a stimulus to 
further discussion and planning rather 
than as a blue-print. These suggestions, 
however, embody what this writer con- 
siders to be the salient requisites of the 
one economy concept. 

(1) The concept requires that financial 
statements and reports be prepared in 
terms of a common denominator dollar. 
At the present time, financial statements 
combine dollars of varying purchasing 
power. Such a mixture of oranges and ap- 
ples leads to misunderstanding and con- 
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flict. Financial reports provide a basis for 
the formation of public opinion—a power- 
ful force in the country. Reports which 
conceal or mislead set this force moving 
in the wrong direction. Financial reports 
that ignore the element of price-level 
changes lack the sensitivity which is so 
badly needed in the measurement of in- 
come in a changing and dynamic economy. 

It is erroneous to conclude that the 
problem is restricted to periods of serious 
inflation. The events of recent years have 
accentuated the difficulty, but confusion 
about dollar values always has marred the 
realism of financial statements. An attempt 
to solve the problem should go beyond the 
difficulties attending present inflation. 
The objective should be the coordination 
of the facts of the individual enterprise 
with those of the entire economy. To this 
end, accountants, management, econo- 
mists, and government officials should 
cooperate in the development of an index 
of dollar purchasing power that could be 
used in the preparation of financial state- 
ments. 

Reflecting money purchasing power 
changes in accounting statements appears 
to be a drastic suggestion to accountants 
and businessmen in the United States. 
In those countries that have experienced 
really extreme inflation, however, financial 
statements without such revaluation would 
have been considered unrealistic and mis- 
leading as far back as twenty-five years 
ago. A forty to fifty per cent reduction in 
the purchasing power of the dollar in 
slightly more than a decade is surely 
enough to cause accountants and manage- 
ment in the United States to see the need 
for making appropriate adjustments in 
the preparation of financial reports. 

The widespread recognition of purchas- 
ing power changes by businessmen and 
accountants could have numerous desir- 
able consequences. For example, such 


recognition might speed the arrival of the 
day when an insurance policy holder would 
get his annuity in terms of the purchasing 
power of the premium dollar that he had 
paid. 

(2) The one economy concept calls for 
a broader application of the accountants’ 
requirement of consistency. Consistency 
in accounting procedure and reporting 
from year to year for each individual 
business is not enough. Insofar as possible, 
all businesses should follow the same basic 
principles and practices, so that uniform- 
ity and comparability will result. Supple- 
mentary footnotes by management and 
accountants cannot solve the basic prob- 
lems resulting from the lack of uniformity 
in accounting methods. Such half-measures 
often serve to increase rather than reduce 
the confusion. The central need, however, 
is for a common denominator of value 
that can be uniformly and universally 
applied. 

(3) The one economy concept calls for 
a critical review of the principle of realiza- 
tion as it is applied to profit calculation. 
While the prevailing principles of income 
accounting purport to prevent the dis- 
tribution of capital as dividends and 
income taxes, it has been seen that they 
do not do so. The existing concept needs 
to be revised and broadened so as to pro- 
tect the investor through the revaluation 
of his equity from year to year to keep it 
in terms of the value of the dollars then 
current. In this way, the investor’s capi- 
tal can be preserved. 

(4) The broad ramifications of a pro- 
gram looking toward a revised accounting 
code suggest the need for a joint committee 
made up of accountants, management, 
and representatives of the general public. 
Such a committee should have the assist- 
ance of experts in the various fields that 
are affected. 

(5) The suggested committee should 
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give consideration to the matter of divi- 
dends and the part they play in the econo- 
my. There is little doubt that the present 
subordinate position of dividends, in con- 
trast to wages, acts as a barrier to the sup- 
ply of capital for job-creating enterprise. 
Perhaps a distinction should be made 
between what might be termed a fixed 
minimum dividend representing a service 
and risk payment for money used, and 
retained income, the function of which is 
to improve the enterprise for the benefit 
of both labor and the suppliers of capital. 
This treatment might serve to reduce the 
difference in risk between venture capital 
and savings. The fixed minimum dividend 
might be treated as a direct cost accrued 
and paid as wages without double taxa- 
tion. Retained income could be considered 
as insurance against obsolescence, and as 
a reserve to assure maintenance of capac- 
ity and ability to pay future fixed mini- 
mum dividends. Any idle funds might be 
used to redeem outstanding securities. 

(6) The proposed committee should 
surely consider the problem of corporate 
income taxation. The present system of 
double taxation involves some 15 million 
stockholders. Another important problem 
is posed by the lack of a reliable basis 
for exactly determining taxable income at 
the close of each period. Sometimes years 
elapse between the close of the accounting 
period and the date that the exact tax 
liability for that period is finally fixed. 
New stockholders may have to bear the 
brunt of a retroactive supplementary 
assessment, or they may gain from a re- 
fund of taxes paid by the corporation 
before they became shareholders. In either 
case, inequity results and the risk factor 
is increased. Means must be found to 
correct this situation. 

(7) In order that stockholders of corpo- 
rations and the public at large will become 
more conscious of the problems connected 
with plant modernization, accountants 
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and auditors should give more attention 
to the age and condition of productive 
facilities. These matters are of importance 
to the managers and owners of individual 
firms, and to the entire economy. In an 
editorial in the November, 1948 issue of 
Factory Management and Maintenance, Mr. 
James H. McGraw, Jr. cited the results of 
a survey of metal working equipment in 
use in 1945 which disclosed that 54% of 
such equipment was more than ten years 
old. Mr. McGraw stated that the average 
age was even higher at the time he was 
writing.’ Plant modernization is necessary 
in connection with the defense effort, as 
well as being essential if American prod- 
ucts are to be able to compete in world 
markets with the goods produced else- 
where by cheap labor. The problem is not 
for accounting to solve, but accountants 
can help by reporting more information 
about plant facilities. 

(8) The reported income of business 
for a period should include a deduction for 
the fixed minimum dividend. Depreciation 
should be based upon replacement cost. 
Each income statement should reflect the 
revaluation of all assets, liabilities, and 
capital equity into dollars of comparable 
and current purchasing power. Differences 
arising from such revaluation might be 
absorbed by an account entitled “Capital 
from Change in Purchasing Power.”. A 
statement explaining the composition, and 
changes in the balance, of this account 
would need to be.included as a part of 
periodic financial reports. In the first 
instance, the revaluation of stockholders’ 
equity would have to be based upon the 
purchasing power of the dollar at the 
time the capital was paid in. 

(9) Steps should be taken to further 
improve accounting terminology, and to 


5 James H. McGraw, Jr., “To Survive America 
Must Have Better Tools,” Factory Management and 


Maintenance, November, 1948, preceding p. 65. 
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improve the form and presentation of 
financial statements. These reports should 
be intelligible to the average stockholder 
and to employees. 

The foregoing suggestions have the com- 
mon objectives of (a) seeking to attain 
comparability in financial accounting and 
reporting; (b) recognizing changes in the 
value of money in the calculation of profit 
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and in the reporting of business activities 
and status; and (c) seeking to reduce 
risk, and thus increase incentive to those 
who supply venture capital, by providing 
a fixed minimum dividend. The adoption 
of the one economy concept would be a 
step that would serve the interests of 
accountants, management, and the enter- 
prise system. 
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Joseph A. Wiseman, City College of New York, The Problem of Inventory Valuation, Shui Wang, 
1950. University of Missouri, 1949. 
The Cost Accounting System in a Food Processing The Retail Method of Inventory, Carl K. White, 
Plant, Allan I. Boudreaux, Louisiana State Louisiana State University, 1951. 
University, 1950. Valuation of Assets, James W. Parsons, Jr., 
The Income Statement, Mary Beeler, Louisiana Louisiana State University, 1949. 
State University, 1951. 
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REPORT OF THE ANNUAL 


CONVENTION 


CHARLES J. GAA 
Secretary-Treasurer 


HE ANNUAL BUSINESS MEETING of 
the members of the American Ac- 
counting Association was conducted 
as part of two regularly scheduled sessions 
of the 1951 Convention. During the ban- 
quet session on September 6, 1951 officers 
for 1952 were elected. The remaining 
business was handled during the regular 
business session on September 7, 1951. 
Mr. A. C. Bekaert, Vice President of 
the Colorado Fuel and Iron Corporation 
addressed the members and guests at the 
banquet on the subject of clarification of 
terminology used in financial statements. 
The Executive Committee of the American 
Accounting Association and the following 
guests at the speaker’s table were intro- 
duced by President Garner: 


Andrew Barr, Assistant Chief Account- 
ant, Securities and Exchange Com- 
mission 

Robert L. Kane, Jr., Educational Direc- 
tor, American Institute of Account- 
ants 

Clem Collins, Former Dean, College of 
Business Administration, University 
of Denver 

Gould Harris, Professor of Accounting, 
New York University; Grand Presi- 
dent, Beta Alpha Psi 

Paul Green, Controller, Economic Co- 
operation Administration 

Paul Schmitz, President, Colorado So- 
ciety of Certified Public Accountants 

Walter Frese, Director, Accounting 
Systems Division, General Account- 
ing Office 

Cecil Puckett, Dean, College of Business 

Administration, University of Denver 


Wayne Shroyer, Chairman, Accounting 
Department, College of Business Ad- 
ministration, University of Denver; 
Chairman, 1951 Convention Com- 
mittee, American Accounting Associ- 
ation 

Sam Butler, Professor of Accounting, 
University of Denver; Member, 1951 
Convention Committee, American Ac- 
counting Association 

Raymond Marple, Assistant Secretary, 
National Association of Cost Ac- 
countants 


Members and guests present at the 
banquet expressed their hearty apprecia- 
tion for the fine convention arrangements. 
President Garner introduced the following 
members of the Convention Arrangements 
Committee and the Ladies Entertainment 
Committee: Mr. and Mrs. Wayne Shroyer, 
Mr. and Mrs. Sam Butler, Mr. and Mrs. 
Otto Butterly, Mr. and Mrs. Oscar Gellein, 
Mr. and Mrs. Jerome Kesselman, Mr. and 
Mrs. R. B. McCosh, and Mr. and Mrs. 
Roger Roberg. 

It was announced that registrations at 
the convention made through the middle 
of the first day were 302 men and 102 
ladies. The total attendance at the several 
sessions was about 500. 

Mr. Harvey Meyer of the University 
of Tennessee presented the report of the 
Nominating Committee. The following 
persons were nominated and were unani- 
mously elected as officers for 1952: 


President—George R. Husband, Wayne 
University 
Vice President—Richard S. Claire, 
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Arthur Andersen and Company, Chi- 
cago 


Vice President—Thomas M. Dickerson, 


Western Reserve University 

Vice President—Willard J. Graham, 
University of Chicago 

Secretary-Treasurer—Charles J. Gaa, 
University of Illinois 

Director of Research—Ralph Jones, 
Yale University 

Editor of the ACCOUNTING REVIEW— 
Frank P. Smith, The University of 
Rochester 


The new officers were introduced and 
Mr. Husband made an acceptance speech. 

The regular business session was sched- 
uled for noon on September 7 but was 
postponed until about 4:15 P.m., because 
the morning technical sessions fell a bit 
behind schedule. After the business session 
was called to order, President Garner made 
an interim report for 1951 to date; his 
complete report for all of 1951 will be 
published in the April, 1952 AccouNTING 
REviEW. Briefly, he reported the following 
items: 


1. Increased size of the ACCOUNTING 
REVIEW; the first three 1951 issues 
contained about as many pages as the 
four 1950 issues. 

2. Publication of the INDEX TO THE 
ACCOUNTING REVIEW and the CPA 
Examination Requirements Booklet, 
which were authorized and put into 
process by the 1950 Executive Com- 
mittee, headed by Perry Mason. 

3. Need for submission of additional 
manuscripts for consideration as pub- 
lications of the Association. 

4. Substantial activity on the part of 
Association’s seventeen committees, 
whose membership exceeds one hun- 
dred and sixty members. 

5. Creation of new committees on (a) 
Auditing Education, (b) Preparation 
of an Accounting Teachers’ Manual, 


(c) Cooperation with the Institute 
of Internal Auditors and (d)Coopera- 
tion with the Controllers Institute 
of America. 

6. Growing popularity of regional meet- 
ings of members of the Association. 

7. Travel by President Garner on As- 
sociation business which carried him 
over 25,000 miles and into thirty- 
six states. 


Copies of the report of the Secretary- 
Treasurer were distributed to the mem- 
bers. 

The report of the Committee on By- 
Laws was presented by chairman Harvey 
G. Meyer; it proposed an extensive editori- 
al revision of the language of the by-laws 
in the interest of clarification, plus a few 
minor substantive changes. 

After some discussion, the report of the 
Committee on By-Laws was approved 
unanimously. It provided for amendment 
of the By-Laws to read as follows: 


BY-LAWS 


I. Name, Organization, Purposes. The name of 
this organization shall be American Accounting 
Association. The form of organization shall be 
that of a non-profit association, incorporated 
under the laws of the State of Illinois. The objects 
of the Association shall be: 


1. To encourage and sponsor research in ac- 
counting, and to publish or aid in the publi- 
cation of the results of research. 

2. To develop accounting principles and stand- 
ards, and to seek their endorsement or 
adoption by business enterprises, public 
and private accountants, and governmental 
bodies. 

3. To promote studies of accounting as an 
agency of control of business enterprise and 
of economic affairs in general. 

4. To improve methods of instruction, and to 
demonstrate the social benefits of a more 
widespread knowledge of accounting. 


II. Membership and Dues. Accounting teach- 
ers, public and private accountants, governmental 
accountants, and other persons interested in the 
advancement of accounting shall be eligible for 
membership in the Association. Nomination for 
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membership may be made by any member; elec- 
tion shall be conducted in such manner and shall 
be subject to such conditions as the Executive 
Committee may from time to time determine. 

Dues, as determined annually by the Execu- 
tive Committee and approved by the members at 
the annual meeting of the Association, shall be 
payable in advance at the beginning of each 
calendar year. Dues of new members shall be 
assessed on the basis of the portion of the calendar 
year remaining at the time membership becomes 
effective, in relation to a full calendar year. Any 
member ten months in arrears shall be dropped 
from the membership roll, and may be reinstated 
thereafter only by action of the Executive Com- 
mittee, and by payment in full of the amount in 
arrears. A life membership shall be available upon 
the payment of $100.00. 

Students, during the actual period of registra- 
tion in school, shall be eligible to become Associate 
Members of the Association. Nomination for as- 
sociate membership may be made by any teacher 
who is a member of the Association. The annual 
dues of associate members shall be determined by 
the Executive Committee, and shall be paid in 
advance for a period of twelve months from the 
time such a membership becomes effective. As- 
sociate membership shall include a subscription to 
the AccoUNTING REvIEW during such member- 
ship, provided dues are not in arrears. Associate 
members may not vote in elections conducted by 
the Association, nor may they hold any elective or 
appointive office. 

III. Administration. The officers of the As- 
sociation shall be a President, three Vice-Presi- 
dents, a Secretary-Treasurer, an Editor, and a 
Director of Research. The term of office in each 
case shall be one year from January 1 following the 
date of election, except in the case of appoint- 
ments to fill vacancies. Election to office shall 
take place at each annual meeting of the Associa- 
tion under such procedures as shall be determined 
by the Executive Committee. Officers shall serve 
without compensation with the exception of the 
Secretary-Treasurer and the Editor, and in these 
cases the amount of any honorarium paid shall be 
fixed by the Executive Committee. Interim 
vacancies shall be filled by action of the Executive 
Committee. 

The administration of the affairs of the As- 
sociation, except as otherwise provided herein, 
shall be vested in an Executive Committee con- 
sisting of the officers and the three ex-presidents 
last holding office. The Executive Committee shall 
formulate its own rules of procedure. The Presi- 
dent shall act as chairman of the Executive Com- 
mittee. 
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The Executive Committee shall establish such 
committees as it deems desirable. Committee 
members shall be appointed by the President, and 
may be removed by him at his discretion. 

The Secretary-Treasurer shall have charge of 
the membership roll and of the finances of the 
Association, under the general supervision of the 
Executive Committee. 

IV. Meetings. The Association shall hold an 
annual meeting at such time and place as may be 
determined by the Executive Committee. Agenda 
for this meeting shall include the presentation and 
discussion of subjects in accounting and allied 
fields of interest, receipt of reports, election of 
officers, and the transaction of such other business 
as may come before the Association. 

V. Publication and Research. The Association 
shall publish a journal, the AccoUNTING REVIEW, 
which shall be devoted to matters consistent with 
the objects of the Association. The immediate 
administration of this periodical shall be in charge 
of the Editor. 

It shall be the policy of the Association to 
sponsor and publish special studies and the results 
of research. This program for the issuance of 
special publications shall be under the immediate 
supervision of the Director of Research. No such 
publication may be issued without the explicit 
approval of the Executive Committee. 

The Director of Research shall maintain con- 
tacts with research projects in the fields of ac- 
counting and allied subjects and shall make an 
annual report thereon to the Executive Commit- 
tee. This report shall include recommendations 
with respect to any action which might be taken 
by the Association in furthering such projects. 

VI. Regional Meetings. The Executive Com- 
mittee shall, at its discretion, authorize the forma- 
tion of regional committees for the purpose of 
holding regional meetings for the presentation 
and discussion of subjects in accounting and allied 
fields of interest to the members of the Associa- 
tion. All regional committees shall be subject to 
such rules and regulations as may be formulated 
by the Executive Committee from time to time. 

VII. Amendment. These by-laws may be 
amended by the affirmative vote of two-thirds of 
the members present and voting at any annual 
meeting, or at the discretion of the Executive 
Committee by the affirmative vote of two-thirds 
of the members who return ballots in a mail 
referendum. Proposed amendments shall be sent 
to a Committee on By-Laws and shall be sub- 
mitted by that committee to the membership 
through the Executive Committee. 


The meeting was closed with an ap- 
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propriate resolution, presented by Mr. 
Hermann Miller, and approved unani- 
mously, to express the appreciation of the 
American Accounting Association to the 


Accounting Department, College of Busi- 
ness Administration, University of Denver 
for its excellent local arrangements and 
splendid hospitality. 
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THE TEACHERS’ CLINIC 


S. Paut GARNER 


Epitor’s Note: Many of the experienced teachers, as well as some of the new ones, have developed devices 
and techniques for the presentation of certain of the knotty aspects of accounting, and it is felt that such sug- 
gestions might well be made available to the other members of the teaching profession through The Teachers’ Clinic. 
Accordingly, contributions are hereby invited. Please address all correspondence to Frank S. Kaulback, Jr., 
School of Commerce, University of Virginia, Charlottesville, Virginia. 


TRAINING AND RECOMMENDING STUDENTS FOR 
ACCOUNTING WORK IN INDUSTRY 


ROLLAND M. Bristor 
University of Kansas City 


Many executives and accounting super- 
visors have frequently wished for some 
worthy means of determining the real 
potentialities of college graduates as pro- 
spective employees. Someattempt has been 
made in this respect by the use of account- 
ing and aptitude tests. This alone has 
proved to be inadequate. 

Further, employers often have not been 
able to place much reliance on, or derive 
much real information from, letters of 
recommendation prepared by the student’s 
professors. This is often due to the fact 
that the professor has very little informa- 
tion regarding the student, the recom- 
mendations are hurriedly and haphazardly 
prepared, there are no provisions made to 
avoid burdening the professor with repeti- 
tious recommendations, and the requests 
for letters of recommendation are usually 
made very near the close of the year when 
the number is large and academic activities 
are at a peak. 

Accounting professors, particularly 
those who have had the experience of em- 
ploying and supervising accountant in 
industry, have an unparalleled opportunity 
to judge the possible future effectiveness 
of the accounting student as an employee. 
The accounting teacher has several differ- 
ent mediums by which he can formulate an 


opinion regarding the student. If full use 
is made of these mediums, accounting 
educators can render an additional signifi- 
cant service to industry via their recom- 
mendations. 

Let us now consider some of the qualifi- 
cations industry expects its accounting 
employees to possess, what we can do to 
develop these desirable traits, and how 
we can determine whether these objectives 
have been accomplished. 

While it is important, we must not think 
that our task is completed when we have 
trained the student to prepare a good 
worksheet, profit and loss statement, or 
statement of financial condition. A student 
should have the ability to express himself 
well, both orally and in writing. This 
means that we must give him an oppor- 
tunity to participate in class discussion, 
and that we in turn must avoid doing all, 
or even the major portion, of the talking. 
The student must be assigned work and 
given examinations that require some ex- 
pression in the narrative style. This cannot 
be accomplished if only objective. exami- 
nations are used and all of the problem 
work consists of the accumulation and 
tabulation of figures. 

When one has given a student top grades 
in intermediate and advanced accounting 
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courses, it is a shocking experience to find 
through a course such as auditing that he 
can not express himself in writing as well 
as a high school freshman. This is likely 
to happen unless he is given work through- 
out his accounting training that requires 
the orderly communication of thought in 
writing. Even if the English department 
has done a good job training the student, 
experience has taught us that many 
students will not continue to use their 
native language adequately unless other 
departments insist upon good usage. 

If a student persistently ignores the 
fundamental rules of writing, this fact 
should be recognized by lowered grades 
and pointed out in your reference letter. 
(We should bear in mind that a letter of 
recommendation is more often relied upon 
when there is indicated a willingness to 
point out both the good and the bad.) 

The accounting student should have, or 
acquire, the ability to prepare financial 
statements and schedules that are neat, 
accurate, thorough, and sufficiently de- 
tailed. 

To know whether these objectives are 
accomplished, the instructor must review 
at least some of the homework even though 
it has been marked by grading assistants. 
Although a reasonable length of time for 
the submission of homework should be 
allowed, a definite due date should be set 
and a record of late papers maintained. 
The student must be made to realize that 
the prompt submission of financial state- 
ments is of utmost importance in account- 
ing work. An instructor would surely hesi- 
tate to recommend without reservation a 
student who is frequently late with his 
work without excusable reason. 

An instructor should also observe the 
student’s capacity for detailed analysis. 
This can be done by assigning problems 
requiring more than a perfunctory solution 
and then noting the student’s thorough- 
ness in solving the problem. Some individ- 
uals do not have this capacity for detailed 
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analysis, and they usually do not make 
very good accountants. 

It is realized that the instructor cannot 
depend on the homework as representing 


. the student’s own work. Some problem 


type tests should therefore be given. If 
these tests are to represent the top per- 
formance of the student, the time allowed 
to do the work should be ample, and the 
student should be informed of this at the 
beginning of the examination so that he 
will do his best work. 

At the beginning of the accounting 
course, I tell the students that many of 
them will be wanting to use their profes- 
sor’s name as a reference in connection 
with future employment and for this 
reason it is important that I become rather 
well acquainted with them by the time 
they complete their accounting training. 
In addition to the information acquired 
about the student in the classroom, from 
the review of his homework, and from tests, 
I suggest to the students that they have 
an occasional informal chat with me. It is 
during these téte-d-tétes that I gain a 
greater insight regarding the character of 
the student which is very helpful when 
it comes time for writing the letter of 
recommendation. 

My students are also told that a good 
accounting employee will review his work 
before submitting it to the accounting 
chief. Too often the tendency is to rush 
the accounting report to the desk of the 
accounting executive as soon as the last 
figure is recorded. The employee then 
experiences much humiliation and em- 
barrassment when the accounting officer 
picks his report to pieces and finds many 
of the things wrong which the subordinate 
would have easily noticed if he had but 
taken the time to examine his work. 

A student who does not review his home- 
work or take the time to review a test 
problem when ample time is given is very 
apt to follow the same procedure as an 
employee. 
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It is sometimes difficult for a student 
to realize that he should be as careful in 
his practice work as he would be as an 
employee. The concept that the habits 
learned in the classroom will probably 
carry over to one’s work as an employee 
should be emphasized to the student. If, 
for example, we allow the student to be 
negligent in the preparation of journal 
entry explanations, it is very likely that 
he will also be remiss in this respect as an 
accountant. 

It is the professor’s duty to recognize 
both ability and unfitness of the student 
for the accounting profession. Some stu- 
dents who at the start of their accounting 
training have no intention of taking more 
than one or two semesters of accounting 
may show a very definite aptitude for the 
profession, whereas some students who 
plan to major in accounting may display 
a lack of capacity for detailed analysis. 
It is helpful to know what the students’ 
intentions are. At the beginning of an 
accounting course it has been my practice 
to have students indicate on a card their 
reason or reasons for taking the course. 
They are usually asked to classify their 
reasons from the following tabulation: 

1. Plan to major in accounting. 

2. Required by another department, 

such as pharmacy or engineering. 

3. To help fulfill degree requirements 

only—no special interest. 

4. To help in my present or future em- 

ployment. 

5. To assist in keeping my own books. 

6. General educational purposes only. 

7. Other (please specify). 

The accounting professor should main- 
tain attendance and tardy records whether 
or not required by university regulations. 
Students who are frequently absent or 
tardy without good cause should be ap- 
prised of the fact that if this happens in 
industry, it will probably mean the loss of 
their position. 

At the beginning of and throughout the 


course I emphasize the importance of 
developing the ability to follow instruc- 
tions. The failure of employees to follow 
instructions is a frequent complaint of 
management. 

It may seem that the program suggested 
in this article is overambitious and cannot 
as a practical matter be followed, but by 
the maintenance of a few records a history 
of the student can be kept without entail- 
ing much additional work. 

For each accounting class I maintain 
three separate lists of students’ names, 
one for attendance records, one for infor- 
mation regarding his homework, and one 
for a record of his test grades and other 
pertinent information. 

The attendance record shows any special 
reasons for absences such as illness. The 
record of homework shows whether the 
work was submitted on time, degree of 
accuracy, neatness, and any special com- 
ments. On the record of test grades are 
shown special comments regarding the 
student, such as his purpose in taking the 
course, his attitude in class, class per- 
formance, any special difficulties, and out- 
standing abilities. 

By following the above procedures the 
instructor should be well informed regard- 
ing the student when it comes time to write 
the letter of recommendation. 

It should be suggested to the students 
that those who wish letters of recommen- 
dation request them at least a month or 
more before the end of the semester so that 
the letters can be properly prepared and 
be ready when they need them. I have 
observed in many instances that by the 
time the professor got around to write 
the reference letter, it was too late to serve 
its intended purpose. 

These letters of recommendation will 
receive more consideration from employers 
if instead of giving them to the students, 

they are sent directly to the pospective 
employer or to an employment service 
department of the university. An employ- 
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ment service department can help to 
avoid burdening the professor with repe- 
titious recommendations. As requests for 
information come to the professor from 
prospective employers, the inquiries can 
be referred to the university employment 
service department, or better yet, the 
student can inform the interested firm 
that his references are on file with the 
employment service department of the 
university, that these letters of recom- 
mendation have been kept entirely confi- 
dential, and that even he has not seen 
them. 

A letter of recommendation should in- 
clude the following points: 

1. A statement of the plain undisputed facts of 


the case: 
a. How long you have known the student. 


b. Character and extent of his training. 

c. What his duties have been on any signifi- 
cant full or part-time job he has held 
about which you are informed. 

2. A report of your personal judgment of the 
student’s capacity and character. 

3. Some statement to the effect that you will 
give any additional information available 
which they so desire. 

4. Anything you feel that you can say or state 
about the student that distinguishes him 
from the mass of humanity or that makes 
him seem to be an individual rather than a 
part of a horde of position-seekers. 


By following the above suggestions ac- 
counting educators should be able to more 
effectively train and recommend students 
for accounting work in industry and thus 
render another significant service to the 
business world. 


A WORK SHEET FOR STATEMENTS OF REALIZATION 
AND LIQUIDATION 


SIDNEY DAVIDSON 
Johns Hopkins University 


The preparation of statements of realiza- 
tion and liquidation is a topic which fre- 
quently troubles classes in advanced ac- 
counting or advanced accounting prob- 
lems. This condition is certainly not caused 
by the analytical complexity of the topic. 
All that is required in the statement is a 
separate showing of each of the following: 


(1) The assets and liabilities taken over by the 
receiver or trustee. 

(2) The assets acquired and liabilities as- 
sumed during the accounting period or 
period of liquidation. 

(3) The assets disposed of and liabilities dis- 
charged during that period. 

(4) The gains or losses and expenses associ- 
ated with the dispositions and discharges 
of 3, and 

(5) The assets and liabilities remaining after 
these events have transpired. 


The legally oriented form in which the 
statement is presented explains part of the 
difficulty encountered, but the chief stum- 
bling block usually arises in securing a 
proper classification of the data. 

Use of a ten column work sheet with a 
pair of columns for each of the five classes 
of data to be reported will overcome much 
of the difficulty it is believed. Such a work 
sheet permits all of the transactions to be 
classified immediately in the proper cate- 
gories. Since the assets acquired and liabili- 
ties taken over are given and the assets 
and liabilities remaining at the end of the 
period are simply a summation of the posi- 
tive and negative elements of the four 
other classes of data, all of the transactions 
of the period will, of course, fall within 
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the categories listed as (2), (3), and (4) 
above. 

If all the transactions of the period 
are recorded in the appropriate columns 
of the work sheet, preparation of the state- 
ment of realization and liquidation merely 
involves transferring of the figures from 
each work sheet column to a column simi- 
larly headed in the statement. The process 
of work sheet recording is illustrated by 
the following unrealistically simple exam- 
ple: 

A receiver was appointed for the Blank 
Company. At the time of his appointment 
the balance sheet of the company in sum- 
marized form is as follows: 


Assets 

Accounts Receivable.......... $ 60,000 
Allowance for Uncollectibles. . . 3,000 57,000 
$200,000 
Accrued Depreciation......... 30,000 170,000 

$280,000 


A summary of the receiver’s transactions 
showed: 

(a) Sales, $100,000, half on account, half for cash. 

(b) Purchases, all on account, $60, 


(c) ys which cost $30, 000 on which $4,000 
of depreciation had accrued was sold for $12,000 


cash. 
(d) Collections: Old accounts, $45,000; new ac- 
counts $30,000. Write offs of old accounts are 
$7,000. Estimated uncollectible new accounts, 


$2,000. 

(e) Selling expenses, $8,000 and receiver’s fees, 

$5,000 are paid. 

(f) Payments on liabilities: Notes, $10,000; accounts 

000; all of the accrued expenses are paid. 

(g) Annual depreciation accrual, $5,000 

(h) Closing merchandise inventory, $40,000. 

A work sheet which would facilitate the 
preparation of a statement of realization 
and liquidation for this information is 
illustrated below. 

The suggested work sheet bears a resem- 
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blance to a synoptic journal since one 
transaction may require entries in two or 
even three of the pairs of columns. For 
example, a sale of equipment for Cash 
with a gain or loss being realized (transac- 
tion c) requires a debit to cash in the ac- 
quired under receivership columns, a credit 
to Equipment and a debit (shown as a 
negative credit) to Accrued Depreciation 
in the disposed of during receivership 
columns, and a debit, in this case, to Loss 
on Disposal of Plant Assets in the profit 
and loss columns. It is, of course, unlikely 
that any of these three pairs of columns 
will balance, but proof of the journalizing 
is secured by totaling the debits and credits 


Liabilities and Capital 

Capital Stock and Surplus............... 100,000 
$280,000 


of the three pairs of columns used for 
recording transactions; $453,000 in the 
example. 

This work sheet lends itself to any of 
the several forms of statement of liquida- 
tion and realization presentation. To com- 
plete the illustration, the data of the prob- 
lem are shown below in a modification of 
the statement form first suggested by 
Kester! and illustrated in the Accountants’ 
Handbook.? The preparation of any other 
form of the statement would similarly be 
facilitated by the use of the suggested 
work sheet. 


1R. B. Kester, Accounting Theory and Practice, 
Volume IT, 1920, p. 646. 

2W.A. "Paton, editor, Accountants’ Handbook, Third 
Edition, 1943, p. ff. 
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BLANK CORPORATION 
STATEMENT OF REALIZATION AND LIQUIDATION PERIOD OF RECEIVERSHIP 


er 

Original Total 

ship 

Assets Taken Over: 
$ 3,000 $137,000 $140,000 
Accounts Receivable. : 60,000 50,000 110,000 
Allowance for Uncollectibles 3,000° 2,000*° 5,000° 
Merchandise.............. 50,000 60,000 110,000 
Equipment. ra 200 ,000 
Accrued Depreciation. . 30 ,000* 5,000*  35,000° 


$280,000 $240,000 $520,000 
Liquidated Continued Total 


Disposition of Liabilities: 


otes Payable. .... $10,000 $ 10,000 $ 20,000 
Accounts Payable. 90,000 25,000 


Accrued Liabilities. .... . 5,000 
Bonds Payable. . : 100,000 100,000 


$105,000 $135,000 $240,000 


Operations of the Receiver: 
Expenses and Losses: 
Merchandise Cost of Goods Sold: 


Merchandise ay Taken Over. $ 50,000 
Purchases........ 60,000 
$110,000 
Closing Inventory. .... 40,000 $ 70,000 
Receiver’s Fees.... ‘ 5,000 
Depreciation Expense. 5,000 
Losses on Realization: 
Equipment..... $ 14,000 
Accounts Receivable. 4,000 18,000 
$108 ,000 
$108,000 


Reconciliation 
Original Continued Change 


Assets... $280,000 $227,000 $ 53,000° 
Liabliities. 180,000 135,000 45 ,000* 
Ownership... $100,000 $92,000 $ 8,000* 


* Negative figure 


Acquired 
Original Under Total 
ship 
Liabilities Assumed: 
Notes Payable............. $ 20,000 $ 20,000 
Accounts Payable.......... 55,000 $60,000 115,000 
Accrued Liabilities.......... 5,000 5,000 
Bonds Payable............. 100,000 100,000 


$180,000 $ 60,000 $240,000 
— Continued Total 
0) 


Disposition of Assets: 
Cash 


Accounts Receivable........ ;000 110, 

Allowance for Uncollectibles. 3,000° 2,000* 5 ,000° 
Merchandise. 70,000 40,000 110,000 
30,000 170,000 200,000 
Accrued Depreciation. ...... 4,000° 31,000* 35, "000° 


$293,000 $227,000 $520,000 


Operations of the Receiver: 
Income: 


$100,000 
$100,000 

Decrease in Value of Business 
8,000 
$108 ,000 


INVESTMENT QUESTIONS WHICH INVOLVE THE 
METHOD OF DISTRIBUTING PARTNERSHIP PROFITS 


RoBErtT H. WATSON 
Arkansas State College 


There are two types of investment 
questions which involve the method used 
in distributing partnership profits. These 
are: 

1. The computation of the profit before 
allowances, which make two methods of 
profit distribution of equal effect. When 
this profit figure is determined, it can easily 
be seen that one method is preferable if 


profits exceed the figure, while the other 
method is preferable if profits are less than 
that figure. 

2. The computation of the effect of an 
additional investment in the partnership 
under given conditions. Such a figure can 
then be compared with the return possible 
under alternative investment opportuni- 
ties. When one of the alternatives involves 


ta 
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tax-exempt securities, the return after 

taxes is the more significant figure. 

Each of the above situations is illus- 
trated below by a correspondingly num- 
bered example: 

Example 1. Assume that Partner A is now receiving a 
salary of $4,000 and 20% of remaining profits or 
losses; he is offered a salary of $3,000 with a 25% 
share of the remainder. Should he accept? 

Step A. Set up a formula for each proposition, letting 


X equal profit before allowances, Thus: the present 
profit distributed to A is: 


X—$4,000 
5 


Step B. Under the proposal offered, his profit dis- 
tribution would be: 


$4,000 +- 


X—$3,000 
4 


Step C. Set those formulae equal to one another. 

Step D. Solve this equation for X. In this case, it will 
be seen that X equals $19,000. This means that if 
the annual profit exceeds $19,000, the proposed 
plan is better. However, if annual profits are less 
than $19,000, the present plan is better. At an 
annual profit of $19,000, the two plans are equal, 
for A would receive $7,000 in either case. 


Example 2. Assume that Partner G has $10,000 to in- 
vest. The partnership allows him 6% per year for 
interest. Assume that profits before allowances will 
be increased by $200 as a result of the added invest- 


$3,000 + 
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ment. G receives 70% of remaining profits or losses 
in this 


case. 
Step A. Compute allowance to G on 


Step B. Compute change in remaining 
profits: 
Added interest allowance is...... $600 
Less added profits before allow- 


Step C. Compute G’s share of above: 70% of 
$400; deduct this amount from amount com- 


Step D. Remainder is G’s net return, before in- 
come taxes upon his added investment in the 


It should be apparent that if the added 
investment resulted in an added profit 
before allowances of $950, then in Step B 
we would subtract the added interest of 
$600 from $950, leaving $350 added profits 
after allowances; of this $350, G would 
receive 70% or $245. In that event, his 
return on investment would be $600 plus 
$245, a total of $845, before income taxes 
levied against G. 


AMERICAN ACCOUNTING ASSOCIATION 


As long as the supply lasts, a copy of the book C. P. A. Examination Require- 
ments will be given as a bonus with each application for Associate Membership. 


Dues will be increased to $1.50 per year ($2.00 outside of the continental 
United States) on applications postmarked on or after July 1, 1952 and on 
applications effective with the July 1952 issue of the Accounting Review. 
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PROFESSIONAL EXAMINATIONS 
A Department for Students of Accounting 


HeEeNryY T. CHAMBERLAIN 


can Institute of Accountants and were presented as the first half of the November, 
1951 CPA Examination in accounting practice. The candidates were required 
to solve all problems in four and a half hours. The weights assigned were as follows: 
problem 1, 15 points; problem 2, 20 points; problem 3, 15 points. 
A suggested time schedule is given below: 


T= FOLLOWING problems were prepared by the Board of Examiners of the Ameri- 


Problem 1 60 minutes 
Problem 2 75 minutes 
Problem 3 60 minutes 


No. 1 


The following questions relate to federal income taxes. An answer sheet has been pro- 
vided for your convenience. No reasons need be given to support your answer. Your 
grade will be based entirely on the number of correct answers you submit. 


a. The following 17 items are to be considered as to whether they are essentially true or false statements. If the 
statement is true, enter the letter (a) on your answer sheet. If the statement is not true, enter the letter (b). 


1. X, a single man, over 65 years of age, supports a sister who is 67 years of age and who has no income. X is 

entitled to $2,400 in exemptions. (a) True, (b) False. 

2. An infant son, who has $525 in gross taxable income, cannot be claimed by his father as a dependent. 
(a) True, (b) False. 

3. Interest on principal amount of $10,000 of U.S. Savings Bonds in the name of an individual issued prior to 
March 1, 1941, is excluded from gross income. (a) True, (b) False. 

4. Unemployment insurance benefits paid by a state do not constitute taxable income to the unemployed 
recipient. (a) True, (b) False. 

5. Monthly payments received by a wife under a decree of separate maintenance, where such decree does not 

ra for a fixed amount payable in installments, are not includible in the wife’s gross income. (a) True, 
alse. 

. The sale of municipal bonds, the interest of which is non-taxable, at a gain gives rise to a taxable transaction. 

(a) True, (b) False. 
. Real property owned by a taxpayer and not used in a trade or business is a capital asset. (a) True, (b) False. 
Salary payments to employees serving in the Armed Forces are deductible as an expense by the employer 
who pays them. (a) True, (b) False. 

. Taxpayer during the year pays $60 federal excise tax in connection with the purchase of a television set for 
his personal use. Taxpayer may deduct this $60 on his personal income tax return. (a) True, (b) False. 
10. Stock owned by a taxpayer becomes entirely worthless in 1949. Taxpayer does not discover this fact until 

1951. Deduction can be taken on the 1951 tax return. (a) True, (b) False. 

11. Bonds which cost taxpayer $8,000 are sold in a bona fide transaction to his son, Y, for $7,000. Taxpayer may 
not take a deduction for the loss sustained. (a) True, (b) False. 

12. Estates and trusts are permitted to use the “standard deduction” in the determination of net income. 
(a) True, (b) False. 

13. T, who is on the cash basis, pays $500 in 1950 for fire insurance on his income-producing realty. The premium 
paid on the policy covers a three-year period. He may take this $500 as a business expense in the year 1950. 
(a) True, (b) False. 

14. P, an architect on the cash basis, renders special services extending over the period 1946-1950, for which a 
fee of $10,000 is charged. He received $3,500 in 1946 and the balance in 1950. P may take advantage of the 
(Fale or compensation for long-term services, rule” in computing his net income for 1950. (a) True, 

alse. 

15. X Corporation conducts an advertising campaign during 1950, spending $100,000. It is expected that such 
campaign will benefit the next five years. This expense may be prorated for tax purposes over the five-year 
period. (a) True, (b) False. 

16. A taxpayer on the accrual basis may properly take as a deduction in the year 1950 the following: 

(1) Provision for self-insurance. (a) True, (b) False. 
(2) Additions to a reserve for ordinary repairs. (a) True, (b) False. 
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(3) The cost of “making good” on a guarantee in the year 1951 for sales made in 1950. (a) True, (b) False. 
17. The “back pay” rule is applicable to a taxpayer who received only the following during the year 1950: 
(1) Salary of $6,000 for 1950 and “back pay” of $2,000. (a) True, (b) False. 
(2) Salary of $5,000 for 1950, ‘‘back pay” of $1,000 and dividend income of $2,000. (a) True, (b) False. 


b. The following are to be answered by indicating the letter which identifies the correct amount for each situation: 


1. Y, an employee of X Corporation, received on June 30, 1950 as compensation, 100 shares of X Corporation 
common stock, par value $10 a share, which has a market value on June 30, of $14 per share. On December 
31, 1950, the stock has a market value of $12 a share. Y should report as income for the year 1950 in respect 
to the stock received: (a) 0, (b) $1,000, (c) $1,200, (d) $1,400, (e) some other amount. 
| 2. Lessee A completes on January 1, 1940 a building costing $100,000 with an estimated life of 20 years. On 
> January 1, 1950 the lease expires, and lessor B repossesses the improved property. At that time the building 
has a fair market value of $80,000. B should report as income for the year 1950 in respect to repossession of 
the leased property: (a) 0, (b) $20,000, (c) $50,000, (d) $80,000, (ec) some other amount. 
3. T owns a warehouse which has an adjusted basis of $40,000 and which is condemned by the state to make 
way for a highway. The state pays T $50,000, of which he immediately uses $46,000 to erect a new warehouse. 
In respect to this “involuntary conversion,” T should report for income purposes: (a) 0, (b) $4,000, (c) 
$6,000, (d) $10,000, (e) some other amount. 

4. T purchased a machine on July 1, 1948 for $10,000. On July 1, 1951 it has an adjusted value of $2,500. On 
that day he sells the old machine for $4,500 and purchases a new machine for $9,000. The basis for the 
machine purchased July 1, 1951 is: (a) $4,500, (b) $7,000, (c) $8,000, (d) 9,000, (e) some other amount. 

5. X, a married taxpayer with no dependents, has adjusted gross income of $6,000. During the taxable year, 
he paid hospitalization insurance premiums of $39, his wife’s medical bill of $2,000, dental fees of $125, and 
fees of $25 for hire of ambulance. What amount is deductible on a joint return as medical expenses? (a) 
$1,250, (b) $1,589, (c) $1,889, (d) $2,189, (e) $2,500. 
6. Taxpayer, T, who is in the business of selling vacuum cleaners on the installment plan, uses the installment 
method of reporting income for federal income tax purposes. 
In the calendar year 1950, T had sales of $20,000, the vacuum cleaners costing $15,000. Collections were 
made as follows: 1950—$8,000; 1951—$7,000; 1952—$5,000. The only selling and administrative expenses 
attributable to the above sales amounted to $800 and were all incurred and paid in 1950. 
(1) Taxable net income for the year 1950 was: (a) $5,000, (b) $4,200, (c) $2,000, (d) $1,680, (e) $1,200., 
(2) Taxable net income for the year 1951 was: (a) $2,100, (b) $1,750, (c) $1,470, (d) 0, (e) some other 
amount. 
(3) Taxable net income for the year 1952 was: (a) $4,200, (b) $1,250, (c) $1,050, (d) 0, (e) some other 
amount. 


c. Mr. Charles Adams, a certified public accountant, conducts a public accounting practice in Blairtown, N. Y. 


) During the year 1950, Mr. Adams attended the American Institute of Accountants convention in Boston. He 
is married and has two children. His son, James, age 20, who attends State University, worked during the 
1 summer of 1950 and earned $300, which was his only income for 1950. His daughter, Sally, age 12, was the 
recipient of a gift of $5,000 from her uncle. Mr. Adams also provided the chief support for his blind father, age 69, 
t : who had no income. Mr. Adams’ father died in November, 1950 and at his death he had a $1,000 ordinary life 


% insurance policy payable to his son, Charles. 

During the year, Mr. Adams received $18,000 in professional fees, $300 in dividends on his ““GI’”’ insurance 

" policy (National Service Life) which has been in effect since 1942, and an auto worth $1,800 won as a prize in a 
} raffle. Mr. Adams paid $1 for the raffie ticket. He received jury fees amounting to $40 and $150 in dividend in- 

. come. His professional expenses amounted to $8,000. 


r Mr. Adams owns his personal residence. The November hurricane resulted in a $500 loss to his home, which 
was covered by insurance, and this loss was reimbursed to Mr. Adams in 1950. In addition, he spent $300 repair- 

ir ing damages to his home caused by termites. He paid $400 interest to the Blairtown National Bank on $10,000 
which he borrowed to invest in State of New York 3% bonds. He contributed to the American Red Cross 10 


shares of X Corporation stock which he purchased in 1947 at $40. The stock was worth $50 a share when the 
contribution was made. 


y } Asa — Mr. Adams cultivates orchids which he occasionally sells. An unseasonable freeze destroyed plants 
costing $200. 

e __ The following items concern possible deductions on Mr. Adams’ 1950 federal income tax return. Some of the 
items are deductible in determining adjusted gross income, some are deductible only in determining net income, 

m and some are mot deductible at all. You are to decide into which category each item falls. Indicate into which class 

0. the items fall by use of the following letters: (a) Deductible in determining adjusted gross income, (b) deductible 


only in determining net income, (c) not deductible. 


- 1. Tuition paid for his son at State University. 

. Payment of interest on the mortgage of Adams’ residence. 

- Rental cost of a safe deposit box in which Adams keeps his securities. 

‘ —— expenses and rail fare incurred in attending the American Institute of Accountants convention in 
oston. 

- Membership dues in the American Institute of Accountants. 

. Payment of penalty for late filing of 1949 federal income tax. 

. Payment of interest on a deficiency in federal income tax assessment for 1946. 

. The loss sustained by the freezing of the orchids to the extent not covered by insurance. 

. The loss caused by termites to the extent not covered by insurance. 
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10. The value of the 10 shares of X Corporation stock contributed to his church. 
11. Adams’ 1949 state income tax paid in 1950. 

12. Adams’ 1949 federal income tax paid in 1950. 

13. The expense of cultivating the orchids. 

14, The $400 interest paid to the Blairtown National Bank. 

The following items involve certain receipts which Adams thinks he may properly exclude as income. Indicate 
whether or not Adams may exclude the items by use of the following letters: (a) Yes, (b) No. 
15. The $300 summer vacation money earned by son, James. 

16. The $5,000 gift received by his infant daughter, Sally. 

17. The $300 i insurance dividends on his National Service Life Insurance policy. 

18. The value of the auto won as a prize at the raffle. 

19. The $40 received for jury duty fees. 

20. The $1,000 life insurance proceeds received in 1950 as a result of his father’s death. 


No. 2 


The Hardware and Furniture Company (a sole proprietorship) did not have complete 
records on a double-entry basis. However, from your investigation of their records you 
have established the information shown below. Using that information you are to pre- 
pare a balance-sheet as of December 31, 1950 and an income statement for the year. 


1. The assets and liabilities as of December 31, 1949 were: 
Debit Credit 


Accounts receivable... . 10,556 
Accrued taxes. 202 

2. A summary of the transactions for 1950 as recorded in the check book shows: 
Deposits for the year (including the redeposit of —_ of checks oe back by the bank). $83 , 187 
Customers’ checks charged back by the bank. 304 

3. The following information is available as to accounts payable: 
Returns of merchandise allowed as credits against accounts by vendors.................. 1,418 

4. Information as to accounts receivable shows the following: 
Balance of accounts December 31, 1950. (Of this balance $700 is estimated to be uncollectible) 11,921 

5. Checks drawn during the year include checks for the following items: 
Taxes and licenses. . 1,017 
Merchandise purchases. . . sib 2,080 

$28 , 609 


6. Merchandise inventory December 31, 1951 was $17,807. Prepaid insurance amounted to $122 and supplies on 
hand to $105 as of December 31, 1950. Accrued taxes were $216 and miscellaneous accrued expenses were $73 
at the year end. 

7. Cash sales for the year are assumed to account for all cash received other than that collected on accounts. Fixtures 
are to be depreciated at the rate of 10% per annum. 
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No. 3 
From the following information you are to prepare 
and applications of funds for the year 1950: 
Balance-Sheet Accounts 


Debits 


a statement showing the sources 


Accounts ‘receivable. . 
Temporary investments. 
Prepaid insurance...... 


Cash surrender value of life insurance policies... 


Land, buildings, machinery and equipment....................... 


Credits 

Accounts payable..... 

Notes payable to banks..... 
Accrued interest, taxes, etc.... 
First-mortgage 4% serial bonds 
Allowance for loss on accounts. 
Allowance for depreciation.... . 


Reserve for contingencies. . 
Common stock, par value. . 
Paid-in surplus. . 


The following information concerning the transactions is available: 


1. Net profit for 1950 was shown by the profit and loss statement as $48,097. 
2. During the year 75 shares of the capital stock were repurchased at $111 and were being held in the treasury. 
Subsequent to the stock reacquisition a 10% cash dividend was paid 


December 31 
1949 1950 
$ 40,409 $ 30,337 
67,186 6 "638 
112,500 85,000 
710 755 
82,164 94,438" 
8,315 9,061 
4,305 2,867 
172, 178 207, "782 
$488,367 $495,878 
$ 34,081 $ 31,314° 
40, 45,000 
12,307 21,263~ 
82,000 68,500 
4,630 3,815 
96,618 81,633 
1,000 7,500 
37,500 ,600 
100,000 92,500 
11,000 10,175 
69,231 70,578 
$488 ,367 $495,878 


. The 1950 premium on life insurance policies was $1,673. Expense was charged with $927 of this payment. 
. Machinery was purchased for $31,365 and machinery costing $32,625 was retired. The retired machinery had 


accumulated depreciation of $29,105 at date of retirement. It was sold as scrap for $1,000 which was credited 
against the profit and loss on retirement of asset account. The remaining increase in fixed assets resulted from 


construction of a building. 


on 


. The serial bonds mature at the rate of $5,000 per year. In addition to the retirement of the $5,000 of bonds 


due in 1950, the company purchased and retired $8,500 of the bonds at $103. Both the premium on retirement 


and the applicable discount were charged to expense. 


The allowance for inventory loss was created by a charge to expense in each year. It is set up to reduce the 


inventory value of obsolete items to estimated market value. Bad accounts of $3,702 were written off against 


the allowance for loss on accounts. 


. The reserve for contingencies was provided by charges against retained earnings. A debit to the reserve of 


$11,400 was made during the year. This represented the final settlement of a part of 1947 income tax liability 


which had been the subject of controversy. 


Solution to Problem 1 


(a) 1. (b) False (b) 1. (d) $1,400.00 
: (a) True 2 (a) 0 

3 (b) False 3 (b) 4,000.00 
4. (a) True 4.  (d) 9,000.00 
(b) False 5; (c) 1,889.00 
6. (a) True 6.(1) (e) 1,200.00 
7. (a) True 6.(2) (b) 1,750.00 
8 (a) True 6.(3) (b) 1,250.00 
9, (b) False 
10. (b) False 
11. (a) True 
12. (b) False 
13. False 
14. (b) False 
15.  (b) False 


16.(1) (b) False 
16.(2) (b) False 
16.(3) (b) False 
17.(1) (a) True 
17.(2) (b) False 


(c) 


Spr 


e 
2 
| 
10. 
11. 
12. 
on 13. 
14, 
} 15. (a) yes 
res 16. (a) yes 
17. (a) yes 
18. (b) no 
19. (b) no 
: 20. (a) yes 
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The Hardware & Furniture Company 
Work Sheet for 1950 Transactions 


Beginning Balances 


Transactions 


Balance Sheet 


Income Account 


$ 5,175.00 (1) $82,883.00 - $ 3,966.00 
Accounts receivable. .. 10,556.00 (6) 45,260.00 (1) 43,083.00 11,921.00 
(5) 812.00 
Allowance for loss on ac- 
counts iawees $ 740.00 (5) 812.00 (6) 772.00 $ 700. 
Inventories. 19,243.00 $ 19,243.00 
Fixtures... E : 3,130.00 3,130.00 
Accumulated  deprecia- 
1,110.00 ( 313.00 1,423.00 
Prepaid insurance. ... 158.00 2) 341.00 (8) 377.00 122.00 
Prepaid supplies... 79.00 (2) 280.00 (8) 254.00 105.00 
Accounts payable 4,244.00 (4) 1,418.00 (4) 57,789.00 5,154.00 
(2) 55,461.00 
Accrued miscellaneous 
expenses...... a 206.00 (2) 769.00 (8) 636.00 73.00 
Accrued taxes... . 202.00 (2) 1,017.00 (8) 1,031.00 216.00 
Notes payable. . 5,000.00 (2) 3,000.00 2,000.00 
Roberts, Capital 26,839.00 26,839.00 
Roberts, Drawing. ..... (2) 6,140.00 6,140.00 
Sales... . 1) 39,800.00 $ 85,060.00 
(6) 45,260.00 
Purchases. ... (2) 2,080.00 59,869.00 
(4) 57,789.00 
Purchase returns. (4) 1,418.00 418.00 
Ending inventory... (7) 17,807.00 (7) 17,807.00 17,807.00 17,807.00 
Expenses: 
Salaries... .. (2) 10,988.00 10,988.00 
(2) , 600.00 3,600.00 
Heat, light, and tele- 
(2) 394.00 394.00 
Supplies... . : (8) 254.00 254.00 
Insurance. ..... (8) 377.00 377.00 
Taxes and licenses... . (8) 1,031.00 1,031.00 
Miscellaneous expense. (3) 22.00 658.00 
(8) 636.00 
Bad debts (6) 772.00 772.00 
Depreciation. . (9) 313.00 313.00 
$ 97,499.00 $104,285.00 
Profit for the year 1950. . 6,786.00 6,786.00 
$38,341.00 $38,341.00 $293,444.00 $293,444.00 $43,191.00 $43,191.00 $104,285.00 $104,285.00 
The Hardware & Furniture Company 
Notes on Transactions for 1950 
1. Net cash receipts for the year: 
Cash sales. 39,800.00 
$82,883.00 
2. Checks drawn during the year: 
Payment of expenses, etc., not vouctiored. ..... 28,609.00 
$84,070.00 
3. Service charge on bank statement. 
4. Purchases and purchase returns. 
5. To write off accounts receivable considered uncollectible. 
6. To set up sales on account and bad debts: 
Allowance 
Receivables losses 


7. Recording ending inventory. 


8. Determination of expenses by adjusting deferrals and accruals to ending balances, 


9. Depreciation at 10% per annum. 


Sols 


Curr 
Ca 
Ac 
Le 
In 
Pre 
4 Pre 
Fixtu 
Less 
Curre 
No 
Ac 
Ac 
Ot 
Prop 
| Ba 
Le: 
| Ad 
Ba 
© 
Sales 
Cost 
In 
| Pu 
Le 
Go 
Le 
Gros 
Oper 
Sa’ 
Re 
He 
Su 
In: 
Ta 
M 
Ba 
De 


ss 


S| 


1st 


Professional Examinations 


Solution to Problem 2 


The Hardware & Furniture Company 
(A sole proprietorship) 


Balance Sheet 
December 31, 1950 
Assets 
Current assets 
Less allowance for loss on accounts. 700.00 11,221.00 
Liabilities & Proprietorship Equity 
Current liabilities 
Proprietorship equity 
$20,699.00 
The Hardware & Furniture Company 
(A sole proprietorship) 
Income Statement 
Year Ended December 31, 1950 
Cost of goods ‘sold 
Less inventory, December 31, 17,807.00 
Operating expenses 


$ 6,786.00 
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Solution to Problem 3 


Name of Company 
Statement of Source and A pplication of Funds 
January 1, 1950 to December 31, 1950 
Funds were provided by: 

Profit for the year. . $48 ,097 .00 
Add back: 

Provision for depreciation. . . : $14,120.00 

Amortization of bond discount 1,438.00 

Loss on sale of machinery . 2,520.00 18,078.00 


Total funds provided by $ 66,175.00 


Total funds provided. . .. $110,850.00 


Funds were applied to: 
Retirement of bonds: 


Current maturity. ed $ 5,000.00 
$ 13, 500:00 
Purchase of machinery ey ee 31,365.00 
Construction of building..... 36, 264.00 
Purchase of 75 shares of company stock @ 00.. 8,325.00 
Cash dividend of 10%... 9,250.00 
Payment of 1947 income tax.... 11,400.00 
Increase in cash surrender value of life insurance policies. 746.00 
Work Sheet for Funds Statement 
Reconciliation of retained earnings accounts: 
Retained Earnings 
Beginning balance, January 1, 1950.. $ 69,231.00 
$117,328.00 
Less: 
10% cash dividend. . . ieeacon .. $ 9,250.00 
Transferred to segregated surplus. ... 37,500.00 46,750.00 
Ending Balance, December 31, 1950. . .. $ 70,578.00 
Reserve for Contingencies 
Beginning balance, January 1, 1950..... .. $ 37,500.00 
Less payment of 1947 income tax... wanna ai 11,400.00 
$ 26,100.00 
Add provision from retained earnings 37,500.00 
Ending balance, December 31, 1950.... 
Reconciliation of land, buildings, machinery, and equipment and allowance for depreciation accounts: 
Accumulated 
Asset Depreciation 
Beginning balances, January 1, 1950. . $172,778.00 $ 96,618.00 
Purchases during the year. 31,365. 
Retirements............ (32,625.00) (29,105.00) 
Provision for depreciation. . . Sig 14,120.00 
Construction of building.... 36,264.00 


Chan; 

Cas 

Te 

Acc 

In 

Pre 

Acc 

No 

| Acc 

| Dec 
| 
| 
} 


OO 


Change in working capital: 


Temporary investments..... 
Accounts receivable (net)... 
Inventories (net)....... 
Prepaid insurance... . 
Accounts payable.... 

Notes to banks......... 
Accrued interest, taxes, etc..... 


Decrease in working capital... 
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Increase Decrease 
$ 8,586.00 $ 52,261.00 
8,586.00 
| 
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ASSOCIATION NOTES 


E. Burt AUSTIN 


PHILIPPINE ISLANDS 


The Philippine Institute of Accountants held 
its fifth annual convention in December in Cebu 
City, Philippines. 


DISTRICT OF COLUMBIA 


WALTER F. FRESE of the General Accounting 
Office has been elected President of the Federal 
Government Accountants’ Association, an or- 
ganization of more than three hundred account- 
ants interested in improvement and advancement 
of accounting in the federal government. 

Other officers are PAuL M. GREEN, ECA, Vice 
President; CHARLES W. Situ, FPC, Vice Presi- 
dent; Witt1AM J. ARMSTRONG, Bureau of the 
Budget, Secretary; and E. REECE HaArRRILL, Gen- 
eral Accounting Office, Treasurer. 


CALIFORNIA 
University of California at Los Angeles: 

Wit A. VATTER of the University of Chi- 
cago was guest professor during the summer ses- 
sion. 

Howarop S. Nos is on leave of absence tour- 
ing the British Isles and other Western European 
countries. 

INDIANA 
Indiana University: 

D. L. DreTERLE has been reappointed a mem- 
ber of the State Board of Certified Public Ac- 
countants. 

The Ninth Annual Institute on Hospital Ac- 
counting was held on the campus. the week of 
July 16-20. Approximately 120 registrants from 
all over the United States attended. 

EVERETT JAMES TEAGLE, JR., was the winner 
of the Indiana Association of CPA’s scholarship 
award. 

MICHIGAN 


Wayne University: 


Harvey A. HEATH has been promoted to the 
rank of associate professor. 

Harry M. Lanpis has returned from a three 
year leave of absence, during which time he 
taught at Evansville College. 


MISSOURI 
University of Missouri: 


New instructors in accounting at the Uni- 


versity of Missouri are ALLEN B. BEss, JAmes H. 
CAMPBELL, and VERNE E. ODMARK. 

JosepH A. Sitvoso has left the staff, after re- 
ceiving his Ph.D. degree, to enter public account- 
ing. 

New MExIco 
University of New Mexico: 


Perry Mort has been appointed instructor in 
accounting. 

Joun ANDERSON has taken leave of absence for 
graduate study. 

F. E. STRAHLEM has resigned as State Comp- 
troller to resume his duties as University Comp- 
troller and professor of accounting. 


NEW YORK 
New York University: 


The University was host in October to the First 
Annual Conference on Accounting Education. 
The meeting featured outstanding leaders in ac- 
countancy education, such as WILLIAM J. von 
MINDEN, MICHAEL HUME, EMANUEL SAXE, 
MAURICE PELOUBET, Mary E. Murpny, Nor- 
MAN PETERFREUND, ERNEST H. M. 
A. DECAPRILES, JOSEPH G. NAGRO, and Howarp 
V. Kivi. 


Long Island University: 


Hyman S. LAvuB and Oscar J. SuFRIN have 
been elevated to the rank of associate professor. 


City College of New York: 


Harry L. KuntTzLemAN has retired from the 
School of Business after forty years of teaching in 
grade school, high school, and college. He has 
taught at City College for twenty years and was 
formerly Chairman of the Accounting Depart- 
ment. 


OHIO 
Xavier University: 


The accounting faculty for the current year 
consists of GrorGce C. Chairman, and 
RAYMOND TILTON, WALTER F. BEHLER, RUSSELL 
J. WALKER, Paut L. BURKHART, JOSEPH EVERS- 
MANN, JOHN FINUCAN, GEORGE OVERBECK, 
GEORGE SCHLEGEL, LAWRENCE SELZER, EDWIN 
P. WENNER, MARGUERITE WERNER, and EDWIN 
WESSENDARP. 

The University was host in November to the 
discussion forum of the Cincinnati Chapter of the 
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Association Notes 


NACA in four scheduled meetings. Featured 
speakers were ALVIN K. Linx, Cetus P. ELsEn, 
Jutius G. UNDERWOOD, and N. J. Etmore. 
University of Cincinnati: 

Norwoop C. Gets has been appointed Assist- 
ant Dean of the College of Business Administra- 
tion in addition to retaining the chairmanship of 
the Department of Accounting. 


Western Reserve University: 
Rosert G. ALLYN has been promoted to the 
rank of associate professor. 
OKLAHOMA 


Oklahoma A. & M. College: 

B. F. Harrison, Head of the Department of 
Accounting, has recently been reappointed a 
member of the State Board of Accountancy and 
has assumed the duties of Secretary of the Board. 

PENNSYLVANIA 
Lehigh University: 
New appointments in the Department of Ac- 
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counting are GILBERT R. ByTHEewoop from 
Louisiana State University and RosBert D. 
Mason from the University of Tennessee. 


TENNESSEE 
University of Tennessee: 


W. H. REEp has been appointed Budget Officer 
of the University. He will retain his professorship 
in accounting. 

Pau S. CARTER has been granted leave of 
absence to accept appointment in Europe as an 
auditor with ECA, stationed in Rome, Italy. 

The Second Annual Institute on Taxation, 
sponsored jointly with the Tennessee Society of 
CPA’s, was held on the campus in November. 

A chapter of Beta Alpha Psi, the national 
honor fraternity in accounting, was recently in- 
stalled here. 


TEXAS 
University of Houston: 


Howarp M. Daniets has been appointed 
Chairman of the Department of Accounting. 


| 
a 
} 
| 
st 
C- 
E, 
R- 
{. 
| 
he 
in 
as 
as 
ar 
nd 
LL 
‘K, 
IN 
IN 
he 
he | 


BOOK REVIEWS 


ARTHUR M. CANNON 


Accounting and Auditing 


The Accounting Mission. F. Sewell Bray. (Melbourne: 
Melbourne University Press, 1951. Pp. 89. 15s.) 


The Commonwealth Institute of Accountants has 
endowed in each of the Australian universities an annual 
accounting research lecturer. In 1949 the Institute 
invited F, Sewell Bray, a senior Nuffield Research 
Fellow in the Department of Applied Economics, 
Cambridge University, and the senior partner of a 
London firm of Chartered Accountants, to deliver 
these research lectures and to address the Australian 
Congress on Accounting held in Sydney. 

Viewing his role as a missioner—between the Eng- 
lish and the Australian accounting professions and 
between accounting and economics—Bray presented 
the results of his research in the application of account- 
ing technique to the measurement of national income 
and national wealth, and the study of money flows in 
the national economy. The range of his discussions is 
apparent in the topics considered: an academic ac- 
countant’s apology; the former structure of accounts— 
invariance; social accounting; the principles of account- 
ing measurement; the accounting implications of the 
identity—saving equals asset formation; standards of 
effectiveness; and accounting research. 

The emphasis of the monograph is shown in the 
following quotations: 


“Tt is not surprising, therefore, that accounting 
order requires from its exponents patience, clear- 
sightedness and a precise mind. It demands such 
restraint as is to be seen in the relegation of particu- 
lar detail to the universally significant aggregate. 
It requires an ability to detect like attributes in a 
number of seemingly diverse transactions. It must 
summon to its aid the maxim of spiritual regard. 
A good accountant must possess integrity and char- 
acter, both of which qualities must inform a deep 
regard for his subject, for to have a deep regard 
for one’s subject is to elevate it and proclaim high 
standards of excellence. To render an account is to 
sum up efforts and achievements. In this sense the 
essence of accounting presents the same apologetic 
as may be encountered in other fields of human 
endeavor.” 

“The quest for something of permanent value 
should be an ever pressing urge. For the academic 
accountant it may be that accounting is the means 
which serves the detection of something of perma- 
nent value by others. I doubt if we have yet begun to 
realize the implications of double-entry accounting 
viewed as a closely-knit series of equations. As we 
perfect our methods of formal statement, discern 
significant correlations, and sharpen our principles 
of quantitative measurement, it is possible that 


someone may conjecture other general propositions, 
at present hidden from view, to add to those slender 
stabilities which at present support projections into 
probability.” 


In these papers, and in fact in much of Bray’s 
writings, practical aspects of accountancy receive less 
emphasis than the theoretical and especially the eco- 
nomic implications of accounts. His comments are al- 
ways provocative and in most instances are reinforced 
by copious reference to other sources. Although some 
readers may not agree with all of Bray’s arguments, 
rejection of his theme that the information needed for 
social accounting purposes may be obtained by reliance 
on accounting methods and concepts would deprive 
the profession of an opportunity for enlarging its sphere 
of usefulness to society. His lectures go far to convince 
readers that this course should be followed, and un- 
doubtedly in the immediate future Sewell Bray’s re- 
search and books and articles will pave the way to the 
accountant’s acceptance of new theories and new pro- 
cedures—most of which are still in the field of pure re- 
search and must be tested in the hard school of practical 
experience. 

Mary E. 
Assistant Professor of Economics 
Hunter College of the City of New York 


Accounting Principles, Third Edition. J. Hugh Jackson 
(New York: McGraw-Hill Book Company, Inc., 
1951. Pp. xiii, 594. $5.75.) 


As the title suggests, this book is designed for use as 
a text in the first course in accounting. According to the 
author, “The major emphasis of the book is upon 
accounting as a practical and useful tool for business 
management.” Aside from the chapter on Budgetary and 
Executive Control (Chapter 29), the subject matter 
treated differs but little from the content of other stand- 
ard works in the field. The emphasis on accounting as a 
tool for managerial contro] seems to be lacking. Never- 
theless, the book is an excellent presentation of account- 
ing principles and practice. 

The subject matter can be divided roughly into two 
parts. The first portion (Chapters 1-16) introduces the 
elements of double-entry bookkeeping and covers the 
accounting cycle including the preparation of work- 
sheets. The “‘balance sheet approach” is used and the 
subject developed in a logical manner. Also included in 
this section is a chapter on negotiable instruments as 
well as a chapter on payroll accounting. The latter is 
one of the best presentations of this topic to be found 
anywhere in elementary accounting literature. 

The second section of the book (Chapters 17-30) 
treats such subjects as partnership organization, corpo- 
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rate organization, bonds, manufacturing accounting, 
consignments, installment accounting, branch account- 
ing, the retail method of inventory, and tax accounting. 
Each subject is effectively treated in some detail with 
the result that the work to be done in these areas in 
subsequent courses should be substantially lightened. 
Differences of opinion exist among teachers of account- 
ing concerning the subject matter to be treated in an 
elementary course, especially in the second half. In 
the reviewer’s opinion, Dean Jackson has made a rather 
wise selection. The student who receives his early train- 
ing with this book should be equipped to further pursue 
his study of accounting as well as allied fields. 

Accounting Principles reflects the author’s familiarity 
with current accounting practice, as well as accounting 
theory. He has done a remarkable job of combining 
his exposition of current accounting practice with a 
logical development of accounting theory. 

The format of the book enhances its readability. 
The author has been most generous in his use of charts 
and illustrations designed to facilitate the student’s 
grasp of the subject matter. Accompanying the text is 
an adequate selection of problems suitable for both 
classroom and laboratory use. While the reviewer has 
not had an opportunity to solve the problems, a cursory 
review indicates they are satisfactory both as to quan- 
tity and quality. Two workbooks accompany the text 
for the solution of problems. The accounting forms 
reproduced in the workbooks for the student’s use in 
solving problems are widely used in practice. In addition 
to the problems, the book contains a liberal assortment 
of discussion questions. The publishers have also an- 
nounced a practice set, Accounting for Retail Merchants, 
to accompany the text. 

The book, while lucidly written, isat a relatively high 
level. It is the reviewer’s opinion that it is one of the 
better texts in the elementary field. 

Gorpon J. MILLER 
Associate Professor of Accounting 
University of Utah 


Elementary Accounting. Perry Mason, George B. 
Stenberg and William Niven. (Brooklyn: The 
Foundation Press, Inc., 1951. Pp. x, 653 followed by 
pp. 278 of problems. $5.00.) 


At long intervals a truly important elementary ac- 
counting text appears. Such a book must contain a 
mature presentation of both how an accountant per- 
forms his function and why he does so; it must be a book 
that is both teachable and capable of standing alone; 
it must develop from today’s problems the mental alert- 
hess necessary to deal with the yet unknown problems 
of the future. Because it does contain enough of these 
ingredients to make it stand head and shoulders above 
its field, the printing of the trade edition of Elementary 
Accounting by Mason, Stenberg and Niven is a rare 
and happy event. 

The twenty-eight chapters of the book may be evenly 
divided for presentation as a two-semester course. The 
first fourteen contain the basic material that is normally 
described as “‘the bookkeeping cycle.” The techniques of 
presentation and demonstration are new and absorbing, 
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and the interest of the accountant in the record-keeping 
process is kept constantly within the purview of the 
reader. 

After a brief introductory chapter, the accounting 
equation (balance sheet approach) is developed in Chap- 
ters 2 and 3. The fourth chapter introduces the profit 
concept and the nature of revenue and expense. Chap- 
ters 5 through 8 are a skillful presentation of the neces- 
sary steps in the bookkeeping process. Here the authors 
use a wealth of diagrams and illustrative materia] to 
focus attention on the path of a transaction through the 
accounts, the column by column expansion of a work- 
sheet, the alternative possibilities of control-subsidiary 
relationships. 

At this point in the book a puzzling break appears in 
the continuity of subject matter. Chapters 9, 10 and 11 
deal with payroll problems, notes and drafts, and the 
control of cash. Each chapter is well written, and the 
high standards of illustration and explanation are main- 
tained. In spite of this, there is no cohesive force or 
continuity evident to warrant the inclusion of these 
topics at this particular stage of the narrative. 

Chapters 12, 13 and 14 pick up the thread of the 
story and round out the first section of the text. Here 
is an effective presentation of accruals, statements and 
supporting schedules—the adjusting, reporting and 
closing phases of the cycle. 

The second major division of Elementary Accounting 
embraces Chapters 15 through 28. Here the particular 
problems of assets, liabilities and net worth are exam- 
ined and the student encounters the elements of judg- 
ment implicit in the valuation process. This is the sec- 
tion that sets the stage for continuing accounting educa- 
tion by exploding the myth of a single answer or a right 
answer to such complex variables as cost or profit. 

Chapter 15 marks a noteworthy innovation in the 
elementary text field. The authors gather together in 
one chapter a discussion of the conventions, doctrines 
and customs of accounting as a logical prelude to the 
particular problems that follow. Here is a text that does 
not relegate conservatism to an inventory problem, 
consistency to a depreciation problem and the account- 
ing period to a tax problem! 

In Chapter 16, inventory methods and bases of 
inventory valuation are discussed—not only as mechani- 
cal techniques but as profit determinants. In similar 
vein depreciation, depletion and long-term liabilities 
occupy the next three chapters. Chapters 20 through 
23 portray the accounting problems inherent in the 
formation and operation of corporations and partner- 
ships. The inclusion of a discussion of the characteris- 
tics and general requirements of each type of business 
organization is but another example of the painstaking 
nature of the entire text. 

Chapters 24, 25 and 26, totalling some 70 pages, 
present a remarkably complete picture of cost account- 
ing at the introductory level. The job order method and 
and process costing lead naturally into overhead dis- 
tribution techniques—all enhanced by frequent cost 
flow charts. 

The concluding chapters of the text are entitled 
“Published Financial Statements” and “Statement 
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Analysis and Interpretation.” The first of these is 
interesting and unusual in its scope. Here the reader 
meets the accountants’ certificate, sources of funds 
statements, consolidations, footnotes on contingencies, 
conventional balance sheets and the “new look” in 
graphic presentations. In the last chapter the student 
will become a partner in sharing a healthy skepticism 
for the ‘‘exactness” of ratio techniques. 

This reviewer first became acquainted with Elemen- 
tary Accounting when the temporary edition was 
printed. Teaching from it confirmed an early favorable 
impression. The text does have some weaknesses— 
with a bow to tradition the authors have included seven 
irritating pages on reversal entries, they demonstrate 
manufacturing with periodic inventories, and, as pointed 
out above, three chapters in the first half of the book 
break the continuity of the material. But these are 
matters of arrangement and opinion. The material 
presented is nearly always excellent; the techniques of 
presentation are superb. In the reviewer’s opinion, this 
is the best elementary text in the accounting field. 

Harry R. Smmmons 

Elliott & Neilson 

Eureka, California 


Accounting Systems: Procedures and Methods. Cecil Gil- 
lespie. (New York: Prentice-Hall, Inc., 1951. Pp. 
811. $6.50.) 


The author states in his preface, “This book com- 
prises a complete systems methodology which will be a 
useful guide to the practitioner who designs or installs 
complete systems or procedures. It will also be useful 
to the office manager or accountant who wants to im- 
prove the procedures in operation in his office or reduce 
clerical cost.” It is of interest to note the features of this 
work of particular advantage to each class of accounting 
practitioner. 

The systems man will welcome the wealth of informa- 
tion collected in the one volume for use as a handbook, 
under the following headings: 


. How to Make the Survey 

. Plans for Summarizing 

. Internal Check and Accounting Control 
. Accounting for Small Businesses 

. Methods 

. Systems and Procedures 

. Reports and Manuals 

. Punched Card Accounting. 


WD 


Each title is carefully and thoroughly examined in 
the underlying chapters which present accepted methods 
with arguments pro and con. The detailed table of 
contents, illustrations, cross references, numerous foot- 
notes presenting background material and suggesting 
additional reading, check lists and many illustrations 
of mechanical equipment and forms all give enhanced 
value for reference purposes. 

The chapter on the preparation of the systems and 
procedures reports and the procedures manual de- 
scribes the method of formalizing the findings of the 
survey and putting the procedures into operation in 
such manner as to cause a minimum of confusion and 


disruption of work routine. This critical point on which 
the whole effort stands or falls is treated in complete 
detail. 

The office manager or accountant will normally be 
searching for the answer to a specific problem which will 
fall under one or all of the objectives of systems and 
methods work. These, as outlined, are: 

1. To improve the information provided by the 
system, in either quality or structure of the information. 

2. To improve the accounting contro] and interna] 
check, i.e., to improve the dependability of accounting 
information and to provide complete records of ac- 
countability for the protection of the assets of the 
business. 

3. To decrease the clerical costs of keeping the 
records. 

He will in all likelihood be rewarded by a complete 
exposition of both his problem and the answers to 
it. For example, he will find procedure charts such as 
as the one entitled “Shipping Order and Billing Pro- 
cedures Compared,” which weighs various points for 
four different procedures. The chapter entitled ‘‘Time- 
keeping Procedures; Internal Check on Payrolls” 
presents a complete explanation of all phases of this 
problem, graphically illustrated as to forms, recording 
clocks and with a chart showing the major features of 
internal control. The chapters on production control 
(including a detailed chart outlining the main features 
of production order procedures), perpetual inventories 
(including a check list guide for designing a perpetual 
inventory system), and cost systems will be of material 
aid. The chapters on pre-printed forms (with many 
examples of such forms stocked by stationers), de- 
signing forms (including a chart entitled ‘Mechanical 
Features of Forms: Specifications for Printing”), 
continuous forms (including descriptions of various 
methods of reproduction), and sorting and housing (in- 
cluding a section on microfilming) will answer many 
questions on administrative technique. 

For general interest and information the chapters on 
account posting by machines (with illustrations of 
various machines marketed by leading firms), calculat- 
ing machines (both key driven and rotary types) 
and punched card accounting (separate chapters on 
principles and application) will give the reader a funda- 
mental grasp of these labor-saving devices. This infor- 
mation would usually be supplemented by consultation 
with specialists in these fields. 

One broad group not mentioned in that part of the 
introduction cited but who will find invaluable assistance 
in this text are the future accountants still in the class- 
room. Ten years use at Northwestern University in 
mimeographed editions has developed in this book a 
simple, lucid style of presentation which is ideal for 
students. As the text for a systems course, it provides a 
basis for lecture, field trip or practice methods of in- 
struction. The student will find this book like opening 
the door between theory and practice. 

There is a term assignment which involves the de- 
sign of a complete accounting system, from the general 
ledger down, and a number of procedure assignments in 
which actual forms and facts relating to an existing, 
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unsatisfactory procedure are presented, with the instruc- 
tions necessary to redesign the procedure. The book 
does not include the detailed description of selected 
industry systems often found in “Systems” texts. 

Accounting Systems: Procedures and Methods is so 
vast in scope, yet so clear and concise in presentation, 
that it represents a signal addition to accounting litera- 
ture. 

Mitton D. BELL Jr. 
Esso Standard Oil Company 
Baton Rouge, Louisiana 


Governmental Accounting. R. M. Mikesell. (Chicago: 
Richard D. Irwin, Inc., 1951. Pp. xiii, 725. $6.00.) 


Governmental Accounting is a worthwile addition to 
the Irwin series in Accounting, for use both inside and 
outside the classroom. 

In a book of this type the author is not necessarily 
expected to make any outstanding contribution to 
the field of accounting thought. He is expected, rather, 
to present the developed ideas concerning the subject 
in a manner which makes possible their easy assimila- 
tion. This is the plan Professor Mikesell has followed. 
He accepts the contributions of the Municipal Finance 
Officers Association of the United States and Canada 
as the basis of the leading ideas in this field. Most of 
the association’s work in the field of accounting has 
been done by its National Committee on Govern- 
mental Accounting. The principles and practices recom- 
mended by this authoritative group are found in its 
numerous technical and reference publications. Pro- 
fessor Mikesell recognizes that all communities do not 
follow these recommendations and that there is still 
considerable freedom in the handling of details. Supple- 
mentary information deals with accounting systems 
and methods that do not conform to more widely 
recognized practices. 

In two chapters devoted to institutional accounting 
Professor Mikesell draws from the work of professional 
groups in the particular fields. The chapter on educa- 
tional institutions follows the recommendations of the 
National Committee on Standard Reports for Institu- 
tions of Higher Education. The publications of the 
American Hospital Association form the basis for the 
chapter on hospital accounting. These chapters provide 
an introduction to the subject of institutional account- 
ing and indicate its relationship to governmental ac- 
counting. However, a comprehensive treatment of 
the many problems of institutional accounting cannot 
be condensed into the few pages allocated to these two 
chapters, 

While there is no doubt that there is room for some 
improvement in the recommendations of the various 
professional groups, the close attention paid to them by 
the author must be commended. His frequent references 
to these authoritative sources should make the reader 
aware of their existence and value. With the curront 
attention to “generally accepted principles of account- 
ing” it is important for the student to be given an indi- 
cation of that which is “generally accepted” in these 
specialized areas of accounting. . 

The contents of Governmental Accounting are logi- 
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cally arranged. The introductory chapter is followed by 
one which contains an outline of governmental account- 
ing procedures. The third chapter is devoted to budgets. 
The next three chapters deal with general funds and 
give special attention to revenue and expenditure ac- 
counting. Succeeding chapters are devoted to bond 
funds, trust and agency funds, sinking funds, working 
capital funds, special assessment funds, and utility 
funds. Separate chapters are used for discussions of 
fixed assets, liabilities, property tax accounting, inter- 
fund relationships, and accounting for cash. In addition 
to the chapters on institutional accounting mentioned 
earlier, there is one on unit cost accounting for govern- 
mental activities and another on governmental auditing 
and reporting. 

The text is written on a level which makes it suitable 
for the instruction of students who have had basic 
preparation in accounting. However, bibliographical 
references and the inclusion of many problems of a more 
difficult nature make possible an extension of its use to 
more advanced classes. Problems are provided at the 
end of each chapter. In general, they deal with the sub- 
ject matter of the chapter, but as may be expected 
their content is less specific in the later chapters. The 
extent of the problem material may be judged from the 
fact that more than 150 pages of the book are used for 
this purpose. Though there are sufficient simple prob- 
lems for illustration of particular points, the bulk of 
the problems are of the type that are included in the 
C.P.A. examinations. 

Eight pages of mathematical tables presented as an 
appendix provide another useful study aid. They serve 
to allow the student to take immediate advantage of the 
discussion of sinking funds on the actuarial basis which 
appears in Chapter 9. 

The clarity of presentation and the study material 
provided particularly recommend this book to the atten- 
tion of accounting students who have not included in 
their formal training any work in governmental account- 
ing, for independent study in preparation for the 
governmental accounting problems in the C.P.A. 
examinations. 

EvuGENE L, ZIEHA 
Instructor of Accounting 
St. Louis University 


Inkomst- och Ulgifisbegreppen i Forvaltningsborforing 
och A ffarsbokforing (The Concepts of Income and 
Expenditure in Governmental and Commercial 
Accounting). Nils Vasthagen. (Lund, Sweden: 
C.W.K. Gleerup, 1950. Pp. xvi, 669. Swedish Kronor 
28.) 


This is a published Swedish doctoral dissertation in 
accounting, written in Swedish with a brief summary in 
English. The book consists of three parts, of which Part 
Lis mainly, as the author says in the English summary, 
“a descriptive survey of the basic principles of govern- 
mental accounting.” This part deals at some length with 
the historical development of governmental, especially 
municipal, accounting in Sweden; with present-time 
municipal accounting in the northern countries (Sweden, 
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Finland, Norway, Denmark), Germany, and the United 
States; and with state accounting in Sweden. 

Literature on Swedish municipal accounting is very 
scarce, and the contribution of this author is of great 
value, it is true. But since over half the space of the 
entire dissertation is filled by the first part, dealing only 
with development and present principles of govern- 
mental accounting—a subject which is mainly outside 
the scope of the thesis—I must consider that as too 
much, The development and principles of business 
accounting, on the other hand, are regarded as known 
by the reader, and are not dealt with at all. Apart from 
the indication that Part I, though excellent per se, is 
overspaced, there is little to criticize in the thesis. 

Parts II and III deal with the subject indicated in 
the title of the dissertation, namely, the revenue and 
expenditure terms in governmental and commercial 
accounting respectively. 

In summarizing Part II, the author stresses that the 
terms ‘inkomst’ and ‘utgift,’ as applied to Swedish 
municipal accounting, ‘‘can be defined as an increase or 
reduction respectively of the municipality’s current 
capital. Current revenues and expenses respectively do 
not exercise any influence on the fixed capital. On the 
other hand it can be said that the municipality’s fixed 
capital is increased by a capital expenditure and reduced 
by a capital revenue.” 

In Swedish commercial accounting, the words ‘in- 
komst’ and ‘utgift,’ previously used with varied mean- 
ings, to a certain degree have acquired a new signifi- 
cance with the appearance in 1945 of the ‘Mekanfér- 
bundets Normalkontoplan’ (Chart of General Ledger 
Accounts for Machine Factories), which has attracted 
great interest. The Chart divides up the accounts into 
10 classes, class 1 being classified as ‘utgifter’ and class 
8 as ‘inkomster.’ Typical for the ‘utgift’ term of the 
Chart is that it is always linked with real external 
transactions. 

The final chapter (XXII) contains a comparison 
between the terms revenues and expenditures as used in 
governmental and in commercial accounting. It is of 
interest to notice that, while commercial accounting is 
nowadays built on roughly the same principles in all 
countries, the construction of governmental accounting 
varies a great deal between countries as well as within 
countries. 

Of basic importance for the comparison between 
governmental and commercial accounting is their gener- 
ally different purposes. The main object of the former 
is to control the use of administrative funds and to lay 
the foundation for drawing up the budget, whereas the 
main object of commercial accounting must be the 
accounting of profit and loss. The boundary between 
governmental and commercial accounting is especially 
elastic in public enterprises, where the main aims of 
both forms of accounting are relevant. 

The investigation has shown that the terms ‘in- 
komst’ and ‘utgift,’ as used in governmental accounting 
on the one hand, and in commercial accounting on the 
other, have much in common, but that also consider- 
able divergencies exist. Considering how different are 
the characteristics and aims of accounting in the two 
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fields of activities, there can be but little possibility of 
bringing about a classification with general application 
both in public administration and commercial life, 
It would seem possible, however, to create an accounting 
terminology more uniform than that now applied. 
Lars LEWENDAL, M. A. 
Cal-Farm Insurance Company 
Berkeley, California 


Cost Accounting for the Pharmaceutical Indusiry. (Lon- 
don: The Association of British Pharmaceutical 
Industry, 1951. Pp. 109. 25/-.) 


This book is a report of the costing committee ap- 
pointed by the Council of the Association of the British 
Pharmaceutical Industry. Its purpose was to discuss the 
various methods of costing in the pharmaceutical in- 
dustry and to indicate how cost accounting may aid 
management in this industrial field. The book is really 
an excellent manual on process cost accounting. 

No attempt has been made to follow the practice of 
many trade associations in making or recommending 
a uniform system of costing for use by all their mem- 
bers. The book presents certain fundamental principles 
of costing which should be embodied in the various 
systems of costing used by the member firms to suit 
their respective needs. There are detailed descriptions 
of the various systems of costing suitable for the in- 
dustry, based on systems actually used by prominent 
firms. 

Nine chapters make up the contents. These are titled 
(1) Introduction, (2) The Purposes of Cost Accounting, 
(3) General Principles, (4) The Classification of Ac- 
counts, (5) Batch Costing and Operating Profit Deter- 
mination, (6) Costing a Continuous Process, (7) Stand- 
ard Costing, (8) Estimates of Costs, (9) The Choice 
of Method of Cost Accounting. 

The pharmaceutical industry is highly complex, and 
the individual undertakings vary greatly in size, in 
the degree of specialization and in methods of market- 
ing. Some concerns specialize in the production and 
marketing of one or a few well-defined groups of medic- 
inal chemicals or drugs, or in the production of certain 
dosage-forms (capsules or pills); others market a wide 
range of medicinal articles of which the proportion that 
is of the firm’s own manufacture varies considerably 
throughout the industry. Furthermore, the majority of 
the employees are remunerated by fixed hourly or week- 
ly rates, and wages are therefore not directly related to 
production achieved. And an employee may be en- 
gaged on a number of different production operations. 
The costing of labor therefore presents special difficulty. 

Chapter 2 indicating the purposes of cost accounting 
follows the more or less accepted principles of cost re- 
duction and managerial control, though somewhat 
briefly. 

Chapter 3 covering General Principles is succinctly 
written and covers very well the more elaborate treat- 
ment found in most modern cost accounting textbooks 
in the U. S. Were this not published in England, one 
might almost assume it a condensation of the principles 
found in some of the popular college textbooks on cost 
accounting. But its conciseness is a recommendation 
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for the business man having little time for much read- 
ing and analysis. The chapter on the Classification of Ac- 
counts follows the numeric code which is most popular 
in industries in the United States. 

Chapter 5 is devoted to Batch Costing. This is a 
form of intermittent process costing. The discussion 
is logical, complete and instructive, with special em- 
phasis on the peculiarities of the pharmaceutical in- 
dustry. A special section discusses the adaptation of 
the procedures to companies with relatively small 
product ranges. 

In Chapter 6, the cost procedures relating to those 
products requiring a more or less continuous production 
are discussed. The procedures do not vary too much 
from those of the Batch Accounting, except in the fre- 
quency of the production. 

The chapter on Standard Costing is most interesting- 
ly presented because of its emphasis on the relation- 
ship of budgetary procedures and planning to standard 
costing. Its conciseness should arouse the interest of 
those who wish to pursue the study further and in this 
respect the committee should be complimented. Just 
enough material is given to cover the subject and at the 
same time to arouse the interest of those who might 
give the matter more detailed study. 

Chapter 9 is one of the most valuable. It indicates 
how various methods may be used most effectively in 
the various conditions under which the industry oper- 
ates. 

For anyone wishing a concise, sound and up-to-date 
statement of the principles and procedures of cost 
accounting applied to a process type of industry, this 
report is recommended. 

Joun J. W. NEUNER 
Professor of Accounting 
College of the City of New York 


Uniform Accounting Manual for the Electrical Manu- 
facturing Industry, Seventh Edition. (New York, 
National Electrical Manufacturers Association, 
1950. Pp. 709.) 


The great mass of published material put out by 
various regulatory bodies and trade associations has, in 
varying degrees, done much to raise the level of account- 
ing practices and procedures. We have before us the 
manual of one of these trade associations. 

Many years ago the electrical manufacturing indus- 
try appointed a committee of executives and account- 
ants to prepare a statement of accounting principles 
and practices applicable to the industry. In April, 
1917, there appeared the first edition of a manual of 
accounts and this went through five other editions in 
fourteen years. Nearly twenty years passed, however, 
before the present seventh edition came from the press. 

Beautifully bound in loose-leaf form, the seven sec- 
tions of the manual are as follows: Purpose and use of 
the manual, Account classifications and definitions, 
Accounting for investment in plant and equipment, 
Accounting for costs, Analysis of cost variances, Finan- 
cial and operating statements and ratios, and Index. 

The chart of suggested accounts, together with the 
explanatory information, has been carefully drawn, and 
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yet it permits variation in the plan which is essential 
when adopted by individual companies. The definitions 
are clear and well formulated. Both the group system 
and the unit system of depreciation accounting are ex- 
plained. 

Under accounting for costs there are described stand- 
ard costs, job order costs and the process system. 
The big emphasis is upon standard costs. Reference is 
made, first, to current standard costs whereby inventories 
are normally recorded in the accounts at standard cost 
figures and cost variances are transferred to cost of 
sales as they occur or as the products are sold; and, sec- 
ond, to basic standard costs where cost variances are 
used as a means for adjusting inventories in the ac- 
counts to their actual costs. 

Part Five, Analysis of Cost Variances, is concerned 
largely with accounting and statistical data which pro- 
vide the basis for cost control as derived from the analy- 
sis and interpretation of the cost variances under a 
standard cost system. One section relates to the analysis 
of indirect manufacturing expense variances, one to 
direct labor variances, and a third to direct material 
variances. Each in turn is a scholarly presentation and 
is basically a textbook on the subject matter involved. 

Part Six on Financial and Operating Statements 
and Ratios enumerates and explains, at the outset, the 
use of financial and operation ratios applicable to the 
industry. Then appear detailed specimen statements, 
as follows: balance sheet; statement of inventories; 
statement of plant, equipment, and depreciation re- 
serves; statement of operations by product lines; 
statement of distribution expense; statement of adminis- 
trative expense; statement of earned surplus; and final- 
ly, statement of operations, alternative form. 

The reviewer is impressed with the evidence of vast 
experience and scholarship on the part of the members 
of the committee, with the scientific and objective ap- 
proach to the problems involved and with the general 
excellence of the publication. The Manual is recom- 
mended to electrical manufacturers, to other manu- 
facturers, and to accounting educators. It is a worth- 
while volume. 

S. KrEBs 
Professor of Accounting 
Washington University 

St. Louis, Missouri 


Public Utility Accounting. J. Rhoads Foster and Bernard 
S. Rodey, Jr. (New York: Prentice-Hall, Inc., 1951. 
Pp. ix, 690. $7.50.) 


This is not a “general” accounting book. Neverthe- 
less there are parts of it that should interest the student 
of general accounting because of the commendable 
features of common interest possessed by the public 
utility uniform systems of accounts. 

The major portion of the book describes routines and 
procedures, some of an elementary nature. Interspersed 
throughout are critical comments on the function of ac- 
counting in the regulative process. The authors state 
that the book is directed to accountants, regulatory 
agencies, lawyers, engineers, and others interested in 
the public utility industries. It is a major undertaking 
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to appeal to such varied interests and competence in 
accounting, not to mention prejudices in the area of 
regulation. 

The authors who have undertaken this job are both 
listed as Lecturers on Public Utilities at New York 
University. Dr. Foster served for four years as assist- 
ant rate engineer for Consolidated Edison Company 
before he served for five years (ending in 1942) as econo- 
mist for the New Jersey Board of Public Utility Com- 
missioners. He is now listed as consultant on public 
utility economics. Dr. Rodey is a C.P.A., a Licensed 
Professional Engineer in the State of New York, and a 
lawyer; he has long been connected with Consolidated 
Edison Company and now serves, I believe, as assist- 
ant secretary of that company. It may be assumed that 
the authors speak with experience and authority; and 
it may also be assumed that their long connection with 
the utility industry has influenced them. 

After three chapters of an introductory nature there 
are six chapters which seem to be designed for the 
student of public utilities who has little or no knowledge 
of accounting. Treated here are such matters as debit 
and credit, journal entries, underlying documents and 
reports for public utilities, the difference between cash 
receipts and revenue, and the cost convention and its 
limitations. Persons with substantial accounting knowl- 
edge will not find these chapters very rewarding. 

The remaining twenty chapters will have a con- 
siderable appeal to public utility accountants charged 
with responsibility for operating procedures and tech- 
niques. It is assumed throughout this section that the 
reader is familiar with a uniform system of accounts— 
in fact, there is not a single case of a direct quotation 
of the explanatory text which accompanies an account 
in one of these uniform systems, and there are not many 
instances of any other explanation being made of ac- 
count content. The subjects treated cover a wide range 
—work-order system, continuing property records, 
plant accounting, stores, payroll, customers accounting, 
budgeting, internal audit, etc. 

It would be a mistake, however, to regard this book 
as solely of interest to accountants in the public utility 
industry. Our general accounting courses, for instance, 
would be enriched if teachers and writers were more 
conversant with such features of the public utility uni- 
form accounts as the work-order system, continuing 
property records, the very useful distinction between 
property units and retirement units, and the group basis 
of depreciation and the statistical concept upon which 
it rests. (This reviewer was disappointed in the treat- 
ment of group depreciation but the footnotes should 
enable one to pursue the subject farther.) 

The principle of original cost is treated with some- 
what less sympathy than it deserves; it is, however, to 
the credit of the authors that the term of derision often 
applied to this principle, “aboriginal cost,” is used 
only once in the text and that was by Professor Dorau 
in the foreword. Running through the book is the theme 
that accounting results (based upon the cost con- 
vention) may be misleading and subject to misuse. 
Thus there is concern over a tendency which the 
authors have identified as being prevalent in regulatory 


circles: “The results of regulated accounting came to 
be looked upon as the conclusive means of measuring 
the interests of investors and consumers” (p. 355), 
Specifically the authors are concerned with statements 
originating with regulatory authorities (though no 
statements later than 1940 are adduced) that with the 
1936 revisions in the uniform system it was going to be 
possible to obtain both the operating income and the 
rate base figures from the accounting records. Allied 
with this, and perhaps reinforcing it, is the currently 
familiar complaint that “all who use reports of the 
financial results of operation should understand that 
operating income defined in economic terms, is over- 
stated if the provision for depreciation is insufficient 
to maintain the purchasing power integrity of the in- 
vestment” (p. 349). It is stated that “valid comparison 
of the cost of plant constructed at different price levels 
is possible only if the original cost dollars are adjusted 
to a constant dollar value” (p. 283). How one would 
use the result of an adjustment of those investments 
to a constant dollar value is not answered. Chapter 24 
contains an imposing list of the limitations to be recog- 
nized in interpreting financial statements. 

This book deserves a place in accounting libraries 
because of the bad blind spots in accounting literature 
dealing with public utility accounting and because ac- 
counting has become a major tool in regulation. The 
practice as well as the literature of regulation will be 
enriched if both the regulators and the theoreticians 
have a better knowledge of accounting. Although some 
will feel that the treatment of certain subjects is biased 
or inadequate, the volume is a generally good guide to 
much pertinent data. 

Raymonp C. DEIN 
Professor of Accounting 
University of Nebraska 


Auditing Principles and Procedure (Third Edition), 
Arthur W. Holmes. (Chicago: Richard D. Irwin, 
Inc., 1951. Pp. xiii, 762. $6.00.) 


With the third edition of his widely used auditing 
text Professor Holmes has undertaken a substantial 
revision and enlargement of his two previous editions, 
while retaining the framework of his objective: “to 
give the student a working knowledge of auditing pro- 
cedures through the application of accounting princi- 

les.” 
‘ The outstanding modification is the reorganization 
of both the material on the audit program and the 
chapters concerned with the audit of specific balance 
sheet accounts. Unlike previous editions, only the con- 
cept of the audit program is introduced early in the 
text. The detailed program is made a part of the topical 
discussion. For example, the chapter on the audit of 
accounts receivable begins with the outline of the audit 
program for that area and is followed by a detailed 
discussion of the procedures necessary to implement the 
program. The chapter is concluded with the presentation 
of an audit standard and an internal control question- 
naire for receivables. While the sequence of material 
may make for more effective teaching of the subject 
matter, many auditors will not agree with the author’s 
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placement of the questionnaire at the conclusion of the 
topic rather than at the beginning of the discussion on 
the grounds that the procedures to be adopted are nor- 
mally based on the internal contro] in force. 

This edition is also noteworthy in that it brings the 
text abreast of recent developments in accounting and 
auditing theory as well as changes in Securities and 
Exchange Commission regulations. In the areas where 
the American Institute of Accountants has taken a 
stand the author’s theoretical presentation is liberally 
supported by references to the applicable research 
bulletins or statements on auditing procedure. This 
includes Professor Holmes’ enthusiastic acceptance of 
the Institute’s recommendations as to terminology 
contained in Bulletin #39. 

As compared with the previous editions, the en- 
largement takes the form of an extended discussion of 
the audit of cash, receivables, inventories and net 
worth. Where a single chapter on each subject was 
included in previous editions the discussion in this 
third edition encompasses two chapters. In addition 
most of the more important procedures are followed by 
brief illustrations emphasizing the necessity for their 
use in practical situations. 

One of the most perplexing problems faced by audit- 
ing students and practitioners is the determination of 
the amount of verification necessary to satisfy the audi- 
tor as to the fairness of the client’s representations. 
The conventional answer is that it depends on the sys- 
tem of internal control in effect. In his chapter on inter- 
nal control the author explores this proposition and then 
goes on to direct the reader’s attention to the Institute’s 
“Statement on Auditing Standards” published a few 
years ago. Unfortunately this pronouncement does not 
go to the heart of the problem, but rather places the 
emphasis on such qualities as the auditor’s professional 
training and the advanced preparation necessary for 
the engagement. As noted above this issue is partially 
resolved by the introduction of audit standards at the 
conclusion of each appropriate chapter in the text. 

In an attempt to go beyond these inconclusive solu- 
tions Professor Holmes devotes a few words to statisti- 
cal methods. His remarks are confined to a brief ele- 
mentary discussion of the characteristics and types of 
samples, but he fails to follow this up with an explana- 
tion of various statistical methods which can be and are 
being applied in certain areas. The text then goes on to 
present some suggested percentages, usually 25% or 
15%, to be used in verifying the original financial rec- 
ords of the client and the detail supporting the general 
ledger balances. These suggested figures may be valid, 
but since there is no indication of how they were deter- 
mined, the uninitiated may accept them as gospel to 
be used in all engagements regardless of the relative 
importance of the various accounts or the size of the 
client. 

In writing an auditing text it is impossible to avoid 
bringing accounting theory into the discussion of audit- 
ing principles and procedures and this book is no excep- 
tion to the rule. It is also true that when accounting 
theory is introduced in a text of this nature it is usually 
the weakest phase of the book and this text is once 


again no exception. To cite a few examples, Professor 
Holmes classifies bond discount as an asset on the 
grounds that it is similar to other deferred charges and 
is so classified in practice (p. 383). In the presentation 
of accounting for exchanges of fixed assets and the 
correction of prior periods depreciation he leans heavily 
on the income tax approach to the exclusion of theoreti- 
cally correct techniques. 

Despite the disclaimer that valuation principles 
are minimized, the author does not hesitate to take a 
position in many areas where he holds strong opinions. 
For example, he defends vigorously the cost or market 
rule of inventory valuation and original cost as the basis 
for proper valuation of long lived assets. On these and 
many other points the reader may take exception but 
nevertheless Professor Holmes shows great skill in 
weaving accounting theory into his text and at no time 
does he lose sight of his primary objective. 

The questions and problems which appear at the 
end of each chapter have also been revised in keeping 
with changes in subject matter. Previous users will, 
however, recognize many of the problems from former 
editions dressed up in current dates and carrying new 
names, 

Supplementing the book, Professor Holmes has 
written a new audit problem based on the audit of a 
manufacturing enterprise. This is published separately 
and may be used independently of the text proper. 
In collaboration with Professor Francis E. Moore, the 
author has also revised his Audit Practice Case which 
can be used as a term problem. 

Ingeneral the new Auditing Principles and Procedure 
appears to be a most worthy successor to the previous 
editions, being especially well suited for a first course 
in auditing. Its principal strength lies in the thorough- 
going treatment of procedures while its weaknesses are 
primarily in the integration of accounting theory with 
auditing. 

Morton F. Moss 
Associate in Accounting 
University of California, Berkeley 


Crime Loss Control. American Mutual Liability In- 
surance Company. (Boston, 1950. Pp. 69. Free.) 
Dishonesty Controls. Maryland Casualty Company. 
(Baltimore, 1950. Pp. 32. Free.) 1001 Embezzlers and 
Embeszzlers Post War. United States Fidelity and 
Guaranty Co. (Baltimore, 1943, 1950. Pp. 38, 51. 
Free.) Crime Loss Prevention. Continental Casualty 
Company. (Chicago, Pp. 26. Free.) 

Fraud is deceit: lying. In accounting it is intentional 
misstatement of the records and reports. Not necessarily 
a crime in itself, such fraud is commonly engaged in 
to cover up a crime such as embezzlement, or to delude 
a creditor or ownership interest or the taxing authorities, 
or perhaps to conceal mistakes. The bonding companies 
are most interested in the first reason, concealment of 
embezzlement; their suggestions as to internal check 
to prevent and detect fraud are of interest to account- 
ants. 

Crime Loss Control, written in part by Professors 
Rae D. Anderson and Thomas L. Morison, C.P.A.’s of 
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the Bentley School of Accounting and Finance, Boston, 
and Robert A. Patten, C.P.A. of Boston, is an excellent 
outline of fraud possibilities, precautionary procedures 
and related problems. Under the payroll heading, for 
example, are listed eight fraud possibilities and methods 
of concealment, with preventive tactics, 23 suggestions 
as to division of duties, eight “‘other considerations,” 
and five “benefits other than fraud prevention” such 
as, ‘Simultaneous processing of payroll data by several 
units avoids delays and speeds up completion of pay- 
roll.” There are special sections on internal control for 
smaller companies or branches. 

Dishonesty Controls, in check list form, is similar to 
the internal control questionnaires used by some of the 
accounting firms and includes brief paragraphs explain- 
ing the “‘why” of various requirements. For instance, 
under cash receipts the question “Do you check the list 
of incoming remittances against the cash book entries 
to see that the two agree?” is followed by the statement, 
“An embezzler could make a cash book entry showing 
that he had given the customer a discount (which the 
customer hadn’t earned) and pocket the fictitious dis- 
count.” Under accounting, the question, “Are your 
books audited regularly by a C.P.A.?” is followed by the 
advice, ‘“‘Never permit an amateur to audit your books. 
Clubs and associations frequently suffer extensive losses 
because year in and year out, to save money they per- 
mit amateurs to audit the books or think they can get 
by with something less than a complete audit.” There 
are twelve general headings and some 125 questions, 
and a foreword in which it is estimated that dishonest 
employees cost American business the annual sum of 
$500,000,000 in loss of goods and money. 

The two pamphlets of United States Fidelity and 
Guaranty Co. with their numerous case histories, a por- 
trait of “your typical embezzler”—white collar class, 
36 years of age, married with two children, “not psycho- 
pathic or feeble-minded” and not living “in a neighbor- 
hood where crime is widespread,” and whose wife and 
friends think his salary is larger than it is—the post-war 
type is a little less likeable, provide some fascinating 
reading and considerable good analytical material on the 
problem. 

Crime Loss Prevention is an excellent short summary. 

These are sources which accountants, teachers and 
writers of texts should not overlook. They would be 
good outside reading for students, particularly the check 
lists and case studies. A professor could make himself 
quite an authority and delightfully liven up his lectures 
on internal control witha little of this pointed comment. 

Similar material available includes a recent bibliog- 
raphy by the North America Companies, Director of 
Education, Philadelphia; Bonded Defense Against the 
Check Forger (New York: The Surety Association of 
America); and Jdentification with or without Credentials 
(New York: Insurance and Protective Department, 
American Bankers Association, 1950). A standard work 
on fidelity bonding is Corporate Suretyship by G. W. 
Crist, Jr. (New York: McGraw-Hill Book Company, 
Inc., 1950. Pp. xiii, 441). 

ARTHUR M. CANNON 
Professor of Accounting 
University of Washington 
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Operating Results of Department and Specialty Stores in 
1950. Malcolm P. McNair. (Boston: Harvard Uni- 
versity, Graduate School of Business Administratién, 
1951. Pp. vi, 58. $5.00.) 

Malcolm P. McNair, Lincoln Filene Professor of 
Retailing at Harvard University, is recognized as one 
of the foremost authorities on department store opera- 
tions in the country. He has two degrees from Harvard 
and has taught there since 1917. In 1925 he published 
Retail Method of Inventory and in 1926 Problems of Re- 
tailing. His participation in the national conventions of 
the National Retail Dry Goods Association is a stand- 
ard feature, and his forecasts of operations are highly 
respected. 

Since the earliest days of the first annual study of 
department store results Prof. McNair has been the 
author of the written material in this series while the 
staff of the Harvard University Bureau of Business Re- 
search compiles the data. This is the thirty-first year of 
the study. 

The current publication includes three main sec- 
tions and an appendix. The three sections are: Summary 
of 1950 and Current Trends; Yardsticks For 1950; and 
Special Analyses. The report contains primarily tables 
and charts with a brief explanation of the figures. 

Section I, Summary of 1950 and Current Trends, 
contains a brief discussion of the sales, gross margin, 
expenses and earnings of department stores and spe- 
cialty stores. A statement is given of the changes in 
these items, the direction and magnitude of such 
changes, and the factors considered significant in caus- 
ing the changes. The section is concluded with a dis- 
cussion of business conditions in 1950 and the outlook 
for the remainder of 1951. 

Section II, Yardsticks For 1950, is composed primar- 
ily of 20 pages of tables containing the common and 
range figures for department stores and specialty stores. 
Figures are available by three main groupings: stores 
with sales under $1,000,000; stores with sales $1,000,000 
-$10,000,000; and stores with sales over $10,000,000. 
There are three sub-groups by size in each main group- 
ing. Within each bracket both “common” and “middle- 
range” figures are given for the following items: Num- 
ber of reporting firms; total net sales per report; popula- 
tion of city; sales indexes 1950/1949 for all departments 
and significant departmental groups; and indexes of 
transactions, dollar expense and payroll. Transaction 
data is given for the average gross sale for all depart- 
ments and owned departments, total expense per trans- 
action, and payroll cost per transaction. Cash sales, 
COD sales, layaways, regular charge sales and instal- 
ment sales are given as percentages of total. Payroll for 
accounts receivable and credit, losses from bad debts, 
interest on accounts receivable, and average accounts 
receivable outstanding appear as percentages of net 
charge sales. Merchandising data including markdowns, 
discounts, stock shortages, inward transportation costs, 

alteration and workroom costs, cash discounts received 
on purchases, beginning and ending inventory, derived 
initial markon, number of stock turns, and returns and 
allowances are given. In addition to the gross margin, 

total expense, net operating profit, net other income, 

net gain before Federal taxes, Federal income taxes, net 
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gain after Federal income taxes, and return on net 
worth there is a complete and detailed analysis of the 
natural and functional divisions of expense. 

Section III, Special Analyses, contains a discussion 
of productivity of personnel, productivity of space, 
effect of branch store operations, effects of the LIFO 
method of inventory valuation, comparison of Federal 
Reserve Districts, and an analysis of the spring and fall 
seasons. The appendix contains a statement of the 
reports received and used, period covered, classification 
of reports, statistical measures, definitions of major 
items in the profit and loss statement, and other defini- 
tions. 

An excellent statement of the use of the data is pre- 
sented in the introduction to Section II. Although in- 
tended primarily for store executives in making com- 
parisons of their stores with the common and range 
figures, this study should be highly useful to account- 
ants working with department and specialty stores, 
general merchandise stores, and dry goods stores. It may 
be useful for the accountant desiring more information 
for particular merchandise classifications. Accountants, 
store owner-managers, and executives will find the fig- 
ures contained in the current issue extremely helpful in 
planning budgets, checking performance of stores and 
departments, and developing standards of performance. 
This study should serve to make accountants aware of 
the types of records needed by many retailers and the 
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comparative data available as a basis for sound decision- 


Harry A. Lipson 
Assistant Professor of Marketing 
University of Alabama 


Operating Results of Limited Price Variety Chains in 
1950. Esther M. Love. (Boston: Harvard University, 
Graduate School of Business Administration, 1951. 
Pp. vi, 26. $2.00.) 

Malcolm P. McNair writes the foreword of this study 
which concerns the 1950 sales, margins, expenses and 
profits of limited price variety chains, being the twen- 
tieth consecutive such analysis in this field of retail dis- 
tribution. The author of the written material, Esther 
M. Love, is the Executive Secretary of the Bureau of 
Business Research. The current study includes a Sum- 
mary of Trends, Yardsticks for Variety Chains, and 
an appendix. It is quite similar in content and layout 
to the study for department stores and specialty stores. 
The analysis and tables are based upon reports from 45 
chains operating over 6,000 stores. Although the current 
study omits the special analyses of distribution of 
stores by size of city, monthly inventories and sales, 
effects of food service departments, and operating re- 
sults classified by sales per store, it should prove use- 
ful to accountants and others concerned with planning 
for variety chains. 

Harry A. Lipson 


Economics 


What Happens during Business Cycles: A Progress Re- 
port. Wesley C. Mitchell. (New York: National 
Bureau of Economic Research, Inc., 1951. Pp. xxxi, 
386. $5.00.) 


Publications of the National Bureau of Economic 
Research command respect for the thoroughgoing ef- 
fort and fidelity to scientific method which they reflect. 
This volume is no exception. Apart from that, however, 
it takes on additional interest because it is Wesley C. 
Mitchell’s last work. In his introduction Arthur F. 
Burns, Mitchell’s successor as Director of Research of 
the National Bureau, says that the book is substan- 
tially Mitchell’s own “progress report” as he turned it 
over to Burns shortly before his death and that the 
manuscript was edited only in minor ways. 

Reflection on Mitchell’s intellectual career readily 
Suggests that a number of aspects of his doctoral dis- 
sertation, A History of the Greenbacks, accepted in 1899 
and published in 1903, foreshadowed a wider future 
interest on his part in the field which largely through his 
work came to be called business cycles. His Gold, Prices 
and Wages under the Greenback Standard was published 
in 1908. By 1912 he had completed his Business Cycles 
which was published the following year. After the first 
World War his work on the subject was intimately asso- 
ciated with that of the National Bureau, the founding 
of which he had helped influence by stressing the lack of 
necessary statistical data available to those concerned 
with government economic controls during the war. 
The various studies of special aspects of cyclical 
fluctuations prepared by the expanding staff of the 
Bureau were thereafter of considerable help in supple- 


menting his own work. The first major effort, to arrive 
at a working definition of business cycles, culminated 
in his Business Cycles: The Problem and Its Setting pub- 
lished in 1927. The basic features of the Bureau’s tech- 
niques sketched at the end of that book were thereafter 
developed and improved until it became feasible to set 
them forth in Measuring Business Cycles, the joint 
effort of Mitchell and Burns published in 1946. Finally, 
shortly before his death in 1948 Mitchell turned the 
manuscript for the present book over to Professor 
Burns. Of course, one needs to remind himself when 
thus reviewing Mitchell’s major published contributions 
to the subject of business cycles that this brief survey 
does not include any reference to the wide list of his 
other writings, some of which are more closely related 
to the main theme than are others. 

In his work on business cycles, Mitchell’s underlying 
premise was that business cycles are an integral part of 
a capitalist economy in which free enterprises seek 
profit. He proceeded on the assumption that each stage 
of the business situation tends to develop out of the 
preceding stage and to grow into the next in a cyclical 
pattern. He maintained that the detailed workings of 
the system had to be mastered in order to understand 
business cycles. He was not satisfied with deductive 
speculative reasoning but painstakingly sought in- 
ductive statistical evidence regarding the various facets 
of the economic system. This objective clearly requires 
sustained and prolonged effort if the manifold inter- 
related aspects of the economic system are to be under- 
stood. 

The present book is an effort to arrive at character- 
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istic behavior, to learn what happens during the typical 
business cycle. The material is presented in three parts. 
The first explains the Bureau’s methods of measuring 
cyclical behavior, the second deals with the varieties of 
cyclical behavior, and the third offers a summary de- 
rived from the records of actual experience of what hap- 
pens during business cycles. The basic data are the 
large and varied sample of seasonally adjusted time 
series which were examined to see whether specific cycles 
are present. Specific cycles, which are wave movements 
in the individual time series corresponding to business 
cycles, were found to be present in a great majority of 
the time series. When an average reference-cycle pat- 
tern covering the nine stages of the cycle has been de- 
termined for a series, any specific cycle in the series can 
be compared with it. If investigation shows a great many 
specific cycles conforming to the average reference- 
cycle patterns, it may be tentatively concluded that 
there is warrant for assuming that typical cyclical be- 
havior has been found. The problem is whether there 
have been general tides of expansion and contraction 
during the periods marked off by the reference dates. 

While the investigation revealed varieties of cyclical 
behavior, these varieties nevertheless revealed a con- 
sensus when taken as a whole. Analysis of the different 
series showed considerable consensus in the direction of 
movements typical of the cycle. That is, most of the 
series typically conformed to each of the nine stages of 
the reference cycle. Since a substantial majority of eco- 
nomic activities were found to rise in the expansion 
stage and a substantial majority to fall in the contrac- 
tion phase, it was possible to describe a typical cycle 
through the nine stages. 

But while the aggregate data thus reveal a cyclical 
pattern, it is also true that the movements of some indi- 
vidual activities differ widely from each other and from 
the aggregate pattern; in any event, most of the move- 
ments are not uniform. The empirical approach thus 
reveals the deviations of actual behavior in the real 
world which the generalizations of theory tend to ignore. 

This book enlarges considerably our knowledge of 
what happens during a normal, long-run cycle. In that 
sense it is itself a theoretical contribution of consider- 
able importance. By the same token, however, it must 
be admitted that knowledge of a normal cycle will prob- 
ably provide small comfort to those having practical 
difficulties of the first magnitude in the present era of 
dislocation. 

ALFRED BORNEMANN 
Professor and Department Head 
Norwich University 


Defense Without Inflation. Albert G. Hart. (New York: 
Twentieth Century Fund, 1951. Pp. xiv, 186. $2.00.) 


Financing Defense. Albert G. Hart and E. Cary Brown, 
assisted by H. F. Rasmussen. (New York: Twentieth 
Century Fund, 1951. Pp. xiv, 161. $2.00.) 


We are all confronted with the need to make judg- 
ments and to express opinions relating to the impact of 
a defense program with no visible termination date. 
These two small volumes objectively and clearly de- 


The Accounting Review 


scribe the many facets of this new experience in Ameri- 
can living. Both volumes were written in consultation 
with the Twentieth Century Fund’s Economic Stabiliza. 
tion Committee, consisting of Professors John M. Clark, 
Theodore W. Schultz, Arthur Smithies and Donald H, 
Wallace. The last chapter in each volume consists of 
the report of the above committee on the topic with 
which the volume deals. 

Defense Without Inflation points out the many eco- 
nomic factors, both long run and short, which need con- 
sideration in order to provide “proper” emphasis and 
balance in mobilizing for defense or war. What appears 
on first thought to be an obvious solution to a defense 
problem turns out to be highly involved and interre- 
lated with other problems. Professor Hart introduces the 
reader to many of these too often overlooked interrela- 
tionships. Contrary to frequently expressed popular 
opinion, Hart points out that the civilian economy 
often gets far too little consideration in planning the 
most effective use of resources for war or defense opera- 
tions. For example, he states (p. 31) that, “In all-out 
war, military uses claim everything that has military 
usefulness, unless it is absolutely essential for civilian 
purposes. Paradoxical as it may sound, the rule is first 
to determine basic civilian needs, with war effort as 
residual claimant.”’ There also can be a temptation to 
employ methods found successful in the last war while 
conditions today are quite different. Planning a pro- 
longed defense program requires different thinking than 
planning to fight an all-out war in progress. For example, 
in an active war victory may mean rapid return to a 
peaceful economy and demobilization. In a defense 
preparation there is no known date when a peaceful 
economy can be expected. 

In a program short of actual war, Hart correctly 
points out it is easy to overmobilize and build immediate 
striking power at the cost of future capacity, efficiency 
and effectiveness. For example, we might stand the loss 
for several years of men who would have been trained in 
college, in order to increase military forces; but if com- 
petent men are not returned for training after a period, 
the loss in both civilian and military efficiency will add 
up fast. Unbalanced mobilization also can easily occur. 
For example, little use can be found in taking 15,000 
men for an umpteenth armoured division unless pro- 
duction of tanks is provided for. 

Chapters 2 and 3 on “Full Mobilization” and ‘The 
Strategy of Readiness” are full of suggestive material on 
the matter of interrelationships and balance. Such state- 
ments appear as (p. 51), “But any outside observer who 
knows how our economy works will be very doubtful 
that we are in earnest about rearmament if we go on 
pouring manpower and materials into automobiles other 
than ‘utility models.’ ... If all civilian production of 
autos can be concentrated on each company’s cheapest 
car, with no more model changes until we are over the 
hump, we can get more autos and more munitions than 
if we go on making all types of cars.” This may well be 
negatively received in some quarters even though fully 
warranted. Few accountants would deny the statement 
(p. 13) that inflation “impairs efficiency and business 
management by taking the meaning out of cost account- 
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ing figures, and by perverting business incentives from 
production to speculation. ... Cost accounting is one 
of our chief ways of keeping production efficient. But 
when inflation is under way, the dollar in which costs are 
figured gets knocked out of shape.” 

Inflation is classified (Chapter 4) as “excess demand 
inflation” and ‘‘cost push inflation.” The latter is set up 
by the upward pressure of wages and material prices. 
Policies for inflation contro] are primarily built around 
doing things which do not create more “excess demand” 
or “cost pushing,” especially during the hump which ac- 
companies the readiness program. The expansion of out- 
put while highly significant is not considered a panacea. 
Output expansion from which 70% or more goes into 
consumption goods can ease inflation, according to Hart. 
If less than 70% goes into consumption, demand infla- 
tion will be contributed to because about 70% of funds 
spent to produce more goods will seek consumption 
goods, Escalator clauses, while they may cut out ad- 
vance compensation seeking by those who fear future 
uncovered price rises (and thereby reduce cost push in- 
flation) are admitted to probably make inflation con- 
trol harder (p. 154). Direct price controls, even though 
popular with large segments of the public, are of value 
if the amount of repressed inflation is kept low by gov- 
ernmental economies, taxing and strong monetary policy 
and rationing. Hart advisedly points out that “The 
widespread notion that a universal price freeze is all it 
takes to block inflation is not borne out by analysis or 
experience” (p. 84). 

The second volume, Financing Defense, analyzes in 
more detail many statements and proposals made in 
Defense Without Inflation. Following a recap of leading 
points made in the earlier volume, discussions are given 
on governmental outlays, subsidies and tariffs, taxes of 
various types and budgeting adaptation. The effect of 
each tax on “cost push” and “demand pull” is analyzed. 
While the need for governmental economy is stressed, 
the authors conclude that the fountainhead of inflation- 
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ary demand is still going to be federal expenditures; 
thus the conclusion that inflation can only be controlled 
by increased taxes (pp. 28, 35). 

Accountants and businessmen will find Chapter 7 on 
profits taxes pertinent and worth reading. Some may be 
disappointed in not finding more discussion than in a 
footnote regarding greater tax equity for the individual 
by allowing him credit for corporate taxes paid before 
dividends. Contrary to the opinion of many other busi- 
ness and academic analysts, the authors believe that 
higher corporation taxes are possible, but the best 
method to shape up such increases is not clear. Both the 
authors and the Committee (Chap. 8) take the position 
that. Congress should look into unconventional taxes 
such as spendings, increases in incomes and general 
sales. The latter are opposed unless they can be ex- 
cluded from the base for escalator clauses for wages and 
farm prices. 

Those with but slight knowledge of fiscal and mone- 
tary mechanisms may find the reasoning for some state- 
ments in both volumes somewhat hard to grasp. How- 
ever, the authors, all competent economists, have 
handled a difficult subject in as clear a manner for the 
layman as possible, with a minimum of the economists’ 
jargon and professional terminology. Both books de- 
serve widespread reading by citizens seriously interested 
in the implications of a defense program—and, also, 
may the reviewer venture to suggest, by officials and 
representatives in Washington. For those who want only 
a survey of the economics of defense the first volume is 
highly recommended. Classes dealing with current 
problems will find both books excellent supplemental 
reading. The forthcoming two studies on direct controls 
and monetary policy will be awaited by readers of the 
present well done volumes. 

Fioyp R. 

Chairman 

Division of Business and Economics 
Los Angeles State College of Applied Arts and Sciences 


Finance 


The Lease as a Financing and Selling Device. Wilford 
John Eitemann and Charles N. Davisson. (Ann Ar- 
bor: School of Business Administration, University of 
Michigan, 1951. Pp. 108. $2.50.) 

In the introduction the authors say, “The study is 
not a survey of business practice with respect to the 
lease... . The sole objective... has been to develop 
a theory of the lease.” To this reviewer the book falls 
somewhat short of achieving its purpose. The impression 
created is that of advocating the lease instead of exam- 
ining carefully both pros and cons of leasing. Through- 
out the study the issues seem to be presented with defi- 
nite bias. 

Nevertheless, the development of the study contains 
many worthwhile ideas and discussions. The authors’ 
first step is to discuss the nature of fixed assets, the 
deep-seated prejudice in favor of ownership, and the 
fact that a payment for a fixed asset is in effect merely a 
payment for a series of services to be rendered in future 
periods. This section should be required reading for most 


instructors before undertaking to teach depreciation to 
students of Accounting I. 

In Chapter II the authors discuss the legal charac- 
teristics of the different methods of transferring assets. 
Though payment for a purchase may be made in install- 
ments, the important difference between a lease and a 
sale seems to be (though not stated at this point) “who 
bears the risks inherent in ownership?” 

If an asset is leased instead of owned, there is gen- 
erally a smaller amount of money tied up in fixed assets. 
Whether or not this is good depends on the alternative 
uses of these funds. In discussing this aspect of the ques- 
tion in their third chapter, the authors present two in- 
terestingly different concepts for measuring profitabil- 
ity. They consider the depreciation that will accrue dur- 
ing the coming year as a prepaid expense for that year 
(comparable to a one year prepayment of a lease rental) 
and carry the amount with other prepaid expenses in 
“Funds available (or already expended) for current 
operations.” The fixed assets, exclusive of the amount 
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transferred above, are called “Funds expended as pre- 
payments of future operations.” Only the first type of 
asset is useful in earning profit for the current period. 
They point out the interesting repercussions that this 
has on profit rates. 

A discussion of “The Tax Angle” in Chapter V shows 
that under stable tax rates the total tax paid under a 
lease is the same in the long run as that paid under a 
purchase arrangement. One method may have an ad- 
vantage over the other as to time when taxes are paid. 
The authors carefully handle the argument that in 
times of rising prices, the cost of leasing (which includes 
the owner’s replacement cost) deducts from taxable in- 
come the cost, of replacing the asset at a higher price 
level. 

Chapters IV, VI and VII refine, modify and develop 
the various aspects of the cost of leasing including con- 
sideration of opportunity costs, alternative uses and 
profitability of marginal funds both to lessor and lessee 
(or seller and buyer as the case may be) and the cost of 
risk-bearing by the two parties to the transaction. 

After setting up the computations of a practical 
example (Chapter VII), the authors take up the very 
important “‘Non-cost’ Considerations and the Obso- 
lescence Factor” in Chapter IX. Then in conclusion, 
Chapter X discusses social implications of leasing, with 
emphasis on the monopolistic aspects as have been 
brought out in government investigations of Hartford 
Empire Company and United Shoe Machinery Cor- 
poration. 

As to the matter of bias, for example, at one point 
the authors discuss the advantages to the lessor of leas- 
ing instead of selling and to the lessee instead of buying, 
but the possibility that what is to one’s advantage may 
be disadvantageous to the other was not mentioned. At 
another point they assert that “If [small companies] 
take title by giving a chattel mortgage, the mortgage 
seriously affects their credit standing.” Perhaps so, but 
the authors did not consider the effect of a long-term 
lease on credit standing. 

The derivation of several figures (as in Table I, 
Chapter VI) could not be determined from the data 
presented, which, as with the possible bias, reflects 
somewhat on the book as a piece of research. On the 
other hand as a work of advocacy as well as description 
and analysis, there is much of metit. 

Joun H. Myers 
Associate Professor of Business Statistics 
Northwestern University 


Eleventh Annual Report of Stockholder Activities at Cor- 
poration Meetings, 1950. Lewis D. and John J. Gilbert. 
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(New York: The authors, 1950. Pp. 79. $0.50.) 


The Gilbert brothers have conducted a campaign for 
many years to encourage stockholder participation in 
corporate meetings and to make those meetings more 
democratic and effective. The publication under review 
is the eleventh in the series commenting on their activi- 
ties and objectives in connection with specific annual 
meetings held during the year. The report is refreshingly 
frank in stating what the authors consider good and bad 
about the meetings of particular companies including 
the conduct of named persons in them. The seventeen 
subjects covered include the following: 

1. Location of the meeting (locations accessible to 
the greatest number of stockholders and regional 
meetings are advocated). 

2. Conduct of the meeting (a chance for every stock- 
holder who desires to be heard is supported). 

3. Attendance and stockholdings of directors (at- 
tendance of all directors and substantial stock- 
holdings as a prerequisite to a directorship are ad- 
vocated). 

4. Executive compensation (a ceiling of $200,000 is 
advanced). 

5. Annual reports (“modern” formats are praised, 
including the use of pictures and the effort to 
make the report widely understood). 

6. Auditing (election of auditors by stockholders and 
questioning of auditors at the annual meeting are 
advocated). 

7. Cumulative voting (actively promoted). 

8. Post meeting report (a report of action and dis- 
cussion at the meeting advocated to be sent to 
stockholders). 

The pamphlet is of interest to anyone concerned with 
management-stockholder relations, particularly for the 
many instances cited. It is also of interest to all con- 
cerned with the reform of corporate practices, but es- 
pecially to those who want the reform to come from 
capitalists. The Gilberts fall into the latter category by 
virtue of living on investments and making a career of 
the improvement of the role of the minority stockholder 
in corporate affairs. To anyone acquainted with the 
need of many corporations for better public relations it 
is surprising that corporate officers have not more often 
welcomed the activities of the Gilberts as an opportu- 
nity to demonstrate goodwill toward the stockholders. 

The publication could be made more useful by in- 
clusion of an index and a tabulation of practices by 
companies. 

LAWRENCE L. VANCE 
Associate Professor of Accounting 
University of California, Berkeley 


Taxation 


Effects of Taxation: Executive Compensation and Retire- 
ment Plans. Challis A. Hall, Jr. (Boston: Division of 
Research, Graduate School of Business Administra- 
tion, Harvard University, 1951. Pp. xv, 365. $4.25.) 


Effects of Taxation on Executives. Thomas H. Sanders. 
(Boston: Division of Research, Graduate School of 


Business Administration, Harvard University, 1951. 
Pp. xiii, 229. $3.25.) 


These two complementary but independent studies in 
the Harvard series on the effects of taxation, according 
to the Foreword in each book, were planned from the in- 
ception of the tax research project to cover different 
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aspects of the effects of taxation on executives. A major 
part of the significant data in each was obtained from 
interviews with company executives (about 70 in the 
first and 160 in the second) and, in addition, with ad- 
yisers and management consultants, including some 
from firms which specialize in deferred-type compensa- 
tion plans. Various published material, including proxy 
statements, corporate reports, and government reports, 
was consulted in each case, although less use seems to 
have been made of this material in the second book than 
in the first. 

As might be expected, there is a good deal of duplica- 
tion of topics, although each study focuses major atten- 
tion on its own primary theme. The treatment of these 
duplicated topics is generally quite different in the two 
books. Professor Hall’s work presents a much more de- 
tailed analysis, making frequent use of numerical values 
and statistical tables, whereas Professor Sanders states 
explicitly at the outset that his study “does not purport 
to represent a scientific sampling with full coverage and 
predictable margins of error” and relies heavily upon 
the statements of fact and opinion of the executives 
interviewed. Although both studies concentrated upon 
high-level executives, this reviewer got the impression 
that Professor Sanders was somewhat more concerned 
with the very topmen, the company presidents, than 
was Professor Hall. 

The first volume devotes a major share of its atten- 
tion to the indirect effect of high taxation on executives 
through the medium of qualified retirement plans which 
have been strongly encouraged by the tax legislation 
and Treasury Department rulings of the last decade. 
One chapter in the second book is given to this topic. 
On the other hand, the second book considers at length 
the direct effect of high personal taxes on the intensity 
of effort of executives, on executive mobility, and on 
executive retirement, but these topics are only part of 
the final chapter of the first book. Roughly compa- 
rable degrees of attention are given in the two books to 
the effect of taxation on direct compensation of execu- 
tives, deferred-type compensation plans other than 
qualified retirement or profit-sharing plans, stock op- 
tions and stock purchase plans, and the like. 

Some readers will be disappointed that the authors 
tend to agree that there is little evidence of any with- 
holding of effort induced by excessive taxation on the 
part of executives in their normal day-to-day activities. 
This may be partially explained by the fact that ex- 
tremely high tax rates are still relatively new and the 
present generation of executives had its work-habits 
fixed before their inception. Some believe that additional 
compensation is still attractive, even if the marginal 
tax rate is high. Another factor may be that nonfinancial 
incentives are very important to men of this class. And 
it is possible that the interview methods used in these 
studies, involving self-analysis of motives, might not 
reveal diminution of effort even if it exists. 

Everyone will agree with the authors that deferred 
compensation plans have been given great impetus by 
the imposition of high tax rates, both personal and 
Corporate. It is not so easy to determine just what 
effect such plans have upon the economy as a whole 
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through their effects on executives. In considering one 
phase of the problem, the two authors conclude that 
such deferred compensation plans, even though some 
types are occasionally used to induce an executive to 
change positions, on the whole have a holding effect 
which reduces executive mobility. They conclude also 
that such reduction in mobility has an unfavorable effect 
upon the economy of the nation. 

The question as to whether high personal taxation 
defers or accelerates retirement of executives seems to 
permit no simple answer. In the absence of a company 
retirement plan, the authors seem to agree that execu- 
tives will tend to work longer because of inability to 
accumulate sufficient funds to permit retirement, yet 
some of the interviewees believed otherwise. However, 
the high taxation, both personal and corporate, has 
done much to bring about the establishment of formal 
retirement plans in a large number of corporations 
and these plans often have compulsory retirement 
features, thus in many cases compelling the retirement 
of an official who, without the plan, would have been 
able to continue in his position for some further period. 

Even if we knew whether high taxation had an ac- 
celerating effect on retirement, it is not clear as to wheth- 
er it is to the advantage of the economy to be de- 
prived of the services of an executive at an age when he 
may still have several more years of potential service 
left in him, especially in view of the reported shortage of 
qualified executives at this time. On the other hand, as 
pointed out by both authors, but especially by Professor 
Hall, retirements of executives at the top usually cause 
a chain of promotions in the organization and these 
have a wholesome effect on executive morale and inten- 
sity of effort. 

The volume by Professor Hall develops a careful 
classification of compensation plans including executives 
as participants, then devotes the remaining chapters to 
various aspects of deferred-type compensation plans 
and their effects on executives and the economy. The 
book gives clear evidence of much painstaking study and 
precise analysis, occasionally expressed mathematically. 
It is not easy reading and has been made more difficult 
by the author’s habit of sometimes stating conclusions 
as to the partial effect of some cause in a manner which 
might mislead the reader into thinking that the entire 
effect is being considered. More than once the reviewer 
was ready to take issue with the book but discovered ‘n 
the next paragraph or two that the author had not neg- 
lected certain points but was now giving them ap- 
propriate consideration. 

Professor Hall’s book contains a very fine description 
of the various types of deferred compensation plans and 
the respective tax treatments of both employer and 
employee under each. Illustrative computations are in- 
cluded. The final chapter on the Economic Effects of 
Federal Taxation and Deferred-Type Compensation 
Plans in the Large Corporation is particularly worth- 
while whether one agrees with the conclusions or not. 
Few misstatements were found. The author was usually 
quite careful in his generalizations, but omitted the 
qualifying ‘‘almost” when he stated on page 18 and 
again on page 23 that all companies operating formal 


| 
for 
in 
re 
ew 
vi- 
1a] 
aly 
ad 
ng 
en 
{ 
1 § 
3 
j 
t- 
k- 
d- | 
is 
od, 
to 
d 
re 
is- 
to 
th 
he | 
n- } 
| 
ym 
| 
of | 
er 
he i | 
it 
n 
u- 
| 
Dy 
| 
4 
i 
1. 
| 
t } 


162 The Accounting Review 


retirement plans include executives in them. The mathe- 
matically inclined reader would object to equations (1) 
and (2) on page 85 where, in each case, the author 
equated a quantity to its own logarithm. However, this 
mistake did not affect the validity of the result subse- 
quently derived. 

Professor Sanders has written an unusually readable 
book. In Part I he considers taxation and executive 
effort, apparently basing his conclusions entirely upon 
the opinions of the executives whom he interviewed. 
Part II takes up executive compensation and includes 
direct compensation, stock options and stock purchase 
plans, expense allowances, and retirement plans. Part 
ITI is devoted to executive investments. The author’s 
conclusions and other statements are made with ex- 
treme care and properly qualified wherever necessary. 
For anyone who wishes to gain an insight into executive 
problems and behavior, this book is recommended. It 
should be compulsory reading for labor union officials. 

Cart H. FiscHER 
Professor of Insurance 
University of Michigan 


Effects of Taxation: Corporate Mergers. J. Keith Butters, 
John Lintner, William L. Cary, assisted by Powell 
Niland. (Boston: Graduate School of Business Ad- 
ministration, Harvard University, 1951. Pp. xviii, 
364. $4.25.) 

All taxes have some effect on economic incentives 
and the conduct of economic activity, and more is in- 
volved in the enormous increase in tax collections which 
occurred over the last decade than simply a transfer of 
resources from private to governmental (collective) 
uses. The specific nature of these effects, however, is 
still largely a matter of allegation and speculation. Con- 
vinced that only hard and basic work can correct this 
deficiency, the Harvard Business School, with the aid of 
a grant from the Merrill Foundation, has been conduct- 
ing an extensive investigation of the effects of taxation, 
directed by Professor Dan Throop Smith with Professor 
J. Keith Butters as Associate Director. The volume un- 
der review presents the findings of one segment of this 
project. 

Industriously and with great skill, drawing both on 
specific case histories and laboriously gathered aggrega- 
tive data, the authors have addressed themselves to two 
main questions: 

a) The effects of taxation on business mergers (de- 
fined broadly to include all cases of the sale of one enter- 
prise to another, regardless of the specific legal form of 
the transaction). 

b) The effect of the “wave” of merger activity of 
the past decade on the competitive structure of industry. 

These are not simple questions and they cannot be 
answered with precision. But, despite all the necessary 
cautions and qualifications attached to their findings, 
Professors Butters, Lintner, and Cary have come up 
with some fairly definite conclusions. 

From an analysis of over 100 intensively investigated 
case histories, the authors found that while in many 
instances there were strong tax pressures leading small, 
closely held companies to merge with rivals, these pres- 


sures were not as great as “has frequently been claimed.” 
Application of the relevant case history proportions to 
tabulated aggregate data led to the somewhat more 
specific conclusion that “subject to a fairly wide margin 
of error, . . . taxes were of major importance for some- 
thing less than one-tenth of the total number of mergers 
of manufacturing and mining companies reported in the 
financial manuals for the years 1940 through 1947,” 
Since those companies to which tax considerations were 
major constituted 10 per cent by number but 25 per 
cent in terms of assets, there appears to have been 
greater tax pressure for the sale of larger companies. 

These figures cover the cases where tax considera- 
tions were a major but not the sole reason for sale, and 
therefore they “overstate to an unknown but probably 
large degree the sales in which tax motivations were 
clearly the decisive factor.” In addition, the relief pro- 
vision of the Revenue Act of 1950 (which exempts from 
Section 115(g) and makes tax-free any corporate dis- 
tributions undertaken to meet estate tax liability in 
cases where 50 per cent or more of the net estate is com- 
posed of the stock of a closely held corporation) is ex- 
pected to offer substantial relief to the owners of small 
companies. 

In the course of this investigation all mergers re- 
ported in the financial manuals from 1940 to 1947 were 
tabulated and the changes in concentration caused 
thereby in a number of industry groups were measured. 
From an analysis of these data the authors concluded 
that, “It is not at all clear that on balance the mergers 
which have occurred since 1940 have weakened the 
over-all competitive structure of the economy to any 
serious degree, though they clearly have reduced to some 
extent the number of independent ‘centers of initiative’ 
in the economy.” These findings were also published in 
an article in the Review of Economics and Statistics where 
they provoked a lively discussion (see the February 1951 
issue) but, as far as this reviewer can see, the criticisms 
concerned fringe matters, and do not seriously modify 
the basic conclusions. 

All things considered, the authors judge that during 
the decade of the ’40’s “the tax pressures on the owners 
of closely held companies did not cause independently 
owned companies to be sold out on such a scale as to 
warrant a major overhaul of the tax structure on this 
account. Moreover, if the 1950 relief provision is con- 
tinued, these pressures probably will be on balance less 
acute than they were during the 1940’s, at least until 
severe increases are made in income and estate tax 
rates.” (“In the Revenue Act of 1951 personal income 
tax rates were raised and the relief provision was liberal- 
ized to cover all cases where 35 per cent or more of the 
net estate consists of the stock of a closely held corpora- 
tion.’’) 

Very properly the scope of this particular investiga- 
tion has been limited to existing firms. Its relatively 
comforting findings, therefore, apply only to the death 
by merger of existing enterprises. But an equally impor- 
tant problem is the effect of taxation on the number of 
firms available for merger and innovative activity, i.¢., 
the effect of taxation on the birth rate and growth of new 
firms. Here the picture may be more disquieting. In a 
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study of the effect of taxes on new and growing enter- 
prises published in 1945, the authors found that high 
federal taxes could restrict the growth of small inde- 
pendent companies. (See J. Keith Butters and John 
Lintner. Effect of Federal Taxes on Growing Enter prises. 
(Boston: Graduate School of Business Administration, 
Harvard University, 1945), pp. 2-4. 

A brief summary cannot possibly do justice to the 
wealth of assorted information provided in this volume. 
For instance, in the course of the investigation little 
substantiation was found for the rather widely held 
view that the purchaser’s desire to increase his excess 
profits tax base was an important cause of mergers. 
Somewhat tangential to the main subject matter but 
of particular interest to accountants are the last two 
chapters which deal with the effect of taxes on the legal 
form of the sale or merger transaction. 

This book deserves careful study. Its findings are 
important and the methods employed exemplary. 

DANIEL M. HOLLAND 

National Bureau of Economic Research 


The Corporation Income Tax. Richard Goode. (New 
York: John Wiley and Sons, Inc., 1951. Pp. xiii, 
238. $3.00.) 


The Federal corporate income tax has been a subject 
of special study by Richard Goode for many years while 
on the staff of the Treasury Department and later as a 
member of the faculty in the Department of Economics 
of the University of Chicago. This book is designed “to 
examine the principal effects of the . . . tax and to con- 
sider its proper place in the revenue system.” This un- 
dertaking “‘requires a consideration of the nature of the 
modern corporation, the suitability of the corporation as 
a taxable subject, and the effect of a corporation tax on 
the distribution of income and wealth” (p. 1). Preoccupa- 
tion is with the Federal tax. However, a “‘special case” 
exists, he believes, for state employment of the corporate 
income tax as an offset to the excessive regressivity of 
state tax systems, as a means of meeting the problem 
of nonresident corporate ownership, and because the 
states individually find their taxing jurisdiction seri- 
ously limited (p. 41; also p. 204). 

In the taxation of corporate profits by the Federal 
government Goode sees three alternatives: (1) a con- 
tinuation of the corporate tax as presently used with 
rates a function of budget requirements and applicable 
economic considerations, (2) a continuation of the cor- 
porate tax with important adjustments in the base of the 
tax and with periodic changes in rates, and (3) partial or 
complete integration of the corporate and personal in- 
come taxes. 

__ The author concludes that inclusion of the corporate 
income tax ina revenuesystem finds (1) strong justifica- 
tion on the basis of the benefit theory, (2) indifferent 
support in the social costs doctrine, (3) limited rational- 
ization on the basis of the principle of social usefulness 
or ability to pay, and (4) measurable support as an in- 
strument in the social control of big business. Goode sug- 
gests that corporate profits, whether or not distributed, 
have a “lower order of social usefulness than the income 
that would be taken by likely alternative taxes” under 
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“prospective long-run conditions in the United States” 
(p. 37). Corporate profits are seen as a source of hoarded 
funds and relatively prejudicial to the maintenance of a 
high national income by reason of their effect on aggre- 
gate demand. The corporate income tax in comparison 
with possible alternatives strengthens the consumption 
function and weakens the investment function. 

Chapter Four deals with the incidence and effects of 
the corporate income tax. In this analysis Goode is 
thoroughly orthodox in his approach. He accepts the 
traditional view of incidence of a tax on net profits and 
points out that a “tax on profits is not itself a cost of 
production in any usual sense, nor does it directly in- 
fluence costs’’ (p. 48). This traditional view of incidence, 
he believes, has not been invalidated in any substantive 
sense by the theory of monopolistic competition; how- 
ever, current employment of the tools of marginal reve- 
nue and marginal costs have simplified and sharpened 
the analysis of the firm. He suggests two general qualifi- 
cations to the price theory which underlies the analysis 
of incidence of a net profits tax in the short-run—both 
of which will be readily recognized by economists. The 
first qualification is that businessmen may not be ra- 
tional in their behavior, i.e., short-run maximization 
of net profits; the second that businessmen may view 
the profits tax as a cost of production. The first qualifi- 
cation to price theory in no way changes the location of 
incidence of the corporate net income tax but simply 
indicates that the firm is securing less net income post- 
tax than might otherwise be obtained. As to the second 
qualification Goode calls attention to the statement of 
the Committee on Accounting Procedure of the Ameri- 
can Institute of Accountants that “Income taxes are an 
expense which should be allocated, when necessary and 
practicable to income and other accounts, as other ex- 
penses are allocated” (p. 50). Should income taxes be 
charged as an operating expense the result, he believes, 
will be confusing and self-defeating to the businessmen 
who subscribe to this procedure. The reviewer is in full 
agreement with this view. (Recognized as a special 
problem is that of the incidence of the income tax to 
regulated public utilities. The available evidence is 
much less conclusive, however, that regulated public 
utilities are, in large part, shifting the corporate income 
tax. Goode concludes that the “corporate tax is in fact 
a levy on economic surplus in the short period” (p. 54), 
and that the tax rests primarily on undistributed income 
rather than dividends. 

With the short-run incidence of the tax primarily on 
the corporate shareholders, corporate stocks in some 
measure will react price-wise inversely to an increase or 
decrease in the corporate income tax. In the long run the 
tax may reduce somewhat the relative flow of new in- 
vestment funds. Labor, i.e., wages, and consumers, i.e., 
prices, are not regarded as being directly or particularly 
affected by the tax. 

By reducing the dividend potential the corporate 
income tax effects a “proportionally greater reduction 
in large disposable incomes than in small. disposable 
incomes”—thus it is a progressive factor in the tax 
structure (p. 96). The specific contributions of the cor- 

porate tax in this respect are found in the “double-taxa- 
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tion” of distributed corporate income and in the reduced 
post-tax retained and reinvested corporate earnings. 

After considering the effects of the corporate tax on 
national income and employment Goode concludes that 
a “fairly heavy corporation income tax is compatible 
with maintenance of a high level of money national 
income”; further, the substitution of the personal in- 
come tax, excises, or payroll tax for the corporate tax 
likely “would reduce money national income” rather 
than increase it (p. 166). In support of this position the 
argument is made that, although the corporate tax 
damps the incentive to invest (more than other Federal 
taxes), its relatively favorable effect on consumption 
wil] result in consumption-induced investment sufficient 
to constitute a partial offset to any decline in autono- 
mous investment. 

In Chapter Nine inventory valuation and deprecia- 
tion are discussed with reference to the measurement of 
taxable profits. Although conceding that experience 
with LIFO is insufficient to permit an informed judg- 
ment on its merits, Goode finds little in its favor. In his 
judgment LIFO provides no useful refinement of tax- 
able income; further, it has served primarily as a means 
of providing tax relief for a comparatively small num- 
ber of taxpayers. From the point of view of counter- 
cyclical fiscal policy LIFO is perverse in that it causes 
a reduction of taxes in periods of recovery and prosper- 
ity and an increase in taxes during periods of recession 
and depression. Replacement-cost depreciation is re- 
garded as undesirable with the arguments in its sup- 
port generally unsophisticated and carrying little 
weight. He admits that if inflation is “great enough and 
tax rates high enough” economic considerations may 
be sufficiently strong to counterbalance the “equity and 
administrative-compliance problems,” and increased 
depreciation allowances ‘‘would be justified to protect 
the capital supply” (p. 176). He sees no current infla- 
tionary situation nor any in prospect sufficient to justify 
departure from original-cost depreciation. On this 
point there can be a sharp difference of opinion. From 
the standpoint of economic society it appears that the 
over-riding consideration is that depreciation should 
serve as the means of preserving and protecting the 
“productive capacity” of the nation. Original-cost de- 
preciation under reasonably stable prices accomplished 
this result. A secular full employment economy—with 
implementation, to the extent necessary, through na- 
tional fiscal policy—is not without secular inflationary 
implications. 

The integration of corporate and individual income 
taxes is treated in Chapter Ten. The rationale for inte- 
gration is not that the corporation is per se an unsuit- 
able subject of taxation as Goode suggests but rather 
that business income generated through the corpora- 
tion, whether or not distributed to the shareholders, 
should be given equivalent tax treatment to income 
arising from partnerships and proprietorships. Full inte- 
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gration of the corporate and personal income taxes um 
der the partnership method would accomplish this 
sult although necessitating removal of the corpora 
income tax. Revenue more or less equivalent to 
raised by the corporate tax would then be forthcoming 
from the personal tax. By reason of the difficulties 
problems involved in earnings allocation to security 
holders, the partnership method offers hope only agg 
limited, instead of a general, method of integration 
Goode points out. Methods of partial integration a 
discussed such as “(1) the dividends-paid-credit or th 
undistributed-profits-tax approach; (2) the withholding 
approach; and (3) the dividends-received-credit 
proach” (p. 190). Goode favors the dividends-pai 
credit method. To proposals for integration however } 
assigns a “low order of priority in Federal tax reform 
(p. 217). 

As a consequence of the non-integration of the ce 
porate and personal income taxes the financial advan 
of high-bracket taxpayers may be served by the retems 
tion of earnings within the corporation. Congress hag 
given statutory recognition to this problem, i.e., avoid 
ance of personal surtax, by the enactment of legislatio 
providing for a penalty tax on improper accumulation 
surplus in 1913, presently Section 102 of the Intern: 
Revenue Code, and a special surtax on personal holding 
companies (Sections 500 and 337). Goode suggests th 
both taxpayers and the Government are not happy with 
Section 102. This, in general, is true. The total number 
of Section 102 cases, probably about 2,000, is still con 
paratively small. However, its influence and effect asé 
penalty tax should not be judged from the number ¢ 
cases, 

Goode concludes that the corporate tax is the “see 
ond-best tax—second only to the individual income 
in the revenue system and argues strongly for its rete 
tion (p. 217). Further, he does not believe that there 
an urgent need for any important modification. Tho 
the corporate tax has proved an effective taxing instw 
mentality, the reviewer would not rank it as high (ex 
cept on a revenue basis) as the author. Further, gener 
integration of the corporate and personal taxes @ 
grounds of equity in the tax treatment of business im 
come, if for no other reason, is regarded as of no sm 
importance. 

Two Appendices are included, on estimating the im 
pact of income and excise taxes on savings and co 
sumption, and on “Dividends Received in the Unite 
States, 1941.” 

Professor Goode is to be commended for the broaé 
systematic, and authoritative treatment of the corp 
rate income tax. The book is exceptionally well writte 
and it deserves the attention of all students of publi 
finance. 

James K. Hatt 

Professor of Economics 7 
University of Washington q 
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